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Sharla Dillon DOCKET NO.

Dockets and Record Manager

Tennessee Regulatory Authority : 5 - OOC )"\‘4\. ;
460 James Robertson Parkway “Q‘ 3
Nashville, TN 37243-0505

Re: Petition of Computer Network Technology Corporation, Condor
Acquisition, Inc. and McDATA Corporation for Approval of Transfer of
Control

Dear Ms Dillon:

On behalf of Computer Network Technology Corporation, Condor Acquisition, Inc. and
McDATA Corporation, enclosed for filing are an original and thirteen (13) copies of the above-
referenced Petition. Also enclosed is a check in the amount of $25.00 for the filing fee.

Please date-stamp the enclosed extra copy of this filing and return it in the self-addressed,
stamped envelope provided. Should you have any questions, please do not hesitate to contact the

undersigned (202) 424-7500. T
l

Respectfully submitted,

| e S

William B. Wilhelm
Brian M. McDermott
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Before the
Tennessee Regulatory Authority

Joint Petition of
Computer Network Technology Corporation
Condor Acquisition, Inc.

and Docket No.

McDATA Corporation

For Merger and Transfer of Control
of Computer Network Technology Corporation

e’/ N’ N’ N’ N N N’ N N N N N S’ N

JOINT PETITION

Computer Network Technology Corporation (“CNT”), Condor Acquisition, Inc. (“Condor™)
and McDATA Corporation (“McDATA”) (collectively, “Petitioners”), through undersigned
counsel and pursuant to Section 65.4 112 of the Tennessee Code and the rules of the Tennessee
Regulatory Authority (the “Authority”) hereby request authorization as may be necessary or
required to permit Petitioners to consummate a series of transactions, described in greater detail
below, whereby McDATA will acquire control of CNT through a merger of Condor, McDATA'’s
wholly-owned subsidiary, and CNT (“Transaction”).

Petitioners respectfully request that the Authority approve this Petition as expeditiously as
possible in order to allow Petitioners to consummate the proposed Transaction prior to the
anticipated closing date of April 15, 2005.

In support of this Petition, Petitioners state as follows:



1. Description of Petitioners

A. Computer Network Technology Corporation (“CNT”)

CNT is a corporation organized under the laws of the state of Minnesota. CNT’s address
is Computer Network Technology Corporation, 6000 Nathan Lane North, Minneapolis,
Minnesota 55442. CNT is publicly traded on the Nasdaq National Market System under the
symbol “CMNT”. In Tennessee, CNT holds a Certificate of Convenience and Necessity
authorizing it to provide local exchange and interexchange telecommunications services pursuant
to an Order issued in Docket 03-00612 on June 10, 2004. After the consummation of the
transaction, CNT will retain its authorization and will continue to provide services to its
customers. Further information concerning CNT’s legal, technical, managerial and financial
qualifications to provide service was submitted with its application for certification with the
Authority and is, therefore, a matter of public record. CNT respectfully requests that the

Authority take official notice of that information and incorporate it herein by reference.

Additional information on CNT is available on the company’s website at: http://www.cnt.com.

B. Condor Acquisition, Inc. (“Condor”)

Condor is a newly formed Minnesota corporation established to effect the merger of
CNT. Condor’s principal offices are located at 380 Interlocken Crescent, Broomfield, Colorado
80021. Condor is a wholly owned subsidiary of McDATA Corporation. Condor is not authorized
to provide telecommunication services in any state

C. McDATA Corporation (“McDATA”)

McDATA 1s a Delaware corporation with principal offices located at 380 Interlocken

Crescent, Bloomfield, Colorado 80021. McDATA is publicly traded on the Nasdaq National



Market System. McDATA’s Class A common shares are traded under the symbol “MCDTA”
and its Class B common shares are traded under the symbol “MCDT”. Neither McDATA nor
any of its subsidiaries have any licenses relating to the provision of telecommunications services.
McDATA'’s revenue from the twelve months ending January 31, 2004 was $418.9 million and
for the quarter ending October 31, 2005 was $98.5 million. Attached as Exhibit B is the most
recent 10-Q of McDATA that demonstrates McDATA is financially qualified to acquire control
of CNT. Also attached as Exhibit C are the management biographies of McDATA’s key
operational personnel that demonstrate McDATA’s managerial qualifications to acquire control
of CNT. Additional information on McDATA is available on the company’s website at:

http://www mcdata com.

11. Contact Information

Questions or inquiries concerning this Petition may be directed to:

William B. Wilhelm, Jr.
Brian McDermott

Swadler Berlin LLP

3000 K Street, NW, Suite 300
Washington, DC 20007-5116
(202) 424-7500 (Tel)

(202) 424-7645 (Fax)

III. Description of the Transaction

Petitioners have entered into an Agreement and Plan of Merger dated as of January 17, 2005
(“Merger Agreement”)l through which (1) Condor will be merged with and into CNT whereupon
the separate existence of Condor shall cease and CNT will be the surviving corporation (“Surviving

Corporation”) and (2)‘ dutstanding shares of CNT will be converted into the rights to receive 1.3



shares of McDATA Class A Common Stock plus cash in lieu of franctional shares and the
Surviving Corporation will become a wholly owned subsidiary of McDATA. Upon completion of
the transaction, current McDATA and CNT stockholders will own approximately 76% and 24%,
respectively, of McDATA. In light of the structure of the proposed Transaction, Petitioners seek
concurrent approval, to the extent required in Tennessee, for both: (1) the merger of CNT and
Condor, and (2) the transfer of control of CNT to McDATA. Attached as Exhibit A 1s an
illustrative chart describing the proposed Transaction.

Following the consummation of the Transaction, CNT’s customers will continue to receive
service under the same rates, terms and conditions of service as before. CNT will become a wholly
owned subsidiary of McDATA, will continue to operate and provide services to CNT’s customers
and will rétain the assets used in the provisions of those services. As a result, the proposed
Transaction will not involve a change in CNT’s operating authority in Tennessee and CNT’s tariffs
will remain in effect. As a result, the Transaction will be virtually transparent to CNT’s customers
in terms of the services they receive.

IV. Public Interest Considerations

Petitioners respectfully submit that the proposed Transaction serves the public interest. In
particular, Petitioners submit that: (1) the Transaction will increase competition in the Tennessee
telecommunications market by reinforcing the status of CNT as a viable competitor and (2) the
Transaction will minimize the disruption of service and be virtually transparent to CNT’s

customers.

A copy of the Merger Agreement will be provided upon request



The proposed Transaction is expected to facilitate competition ‘in Tennessee by improving
the operational position of both CNT and McDATA. The combination of CNT’s and McDATA’s
complementary products and services will provide customers with the long-term confidence that
their strategic requirements for a storage networking infrastructure needed for increased
productivity, business continui& and regulatory compliance will be met. Moreover, given that the
Transaction will not affect CNT’s rates, terms and conditions of services, the Transaction will have

no negative effects on customers.



V. Conclusion

For the reasons stated above, Petitioners respectfully submit that the public interest,
convenience, and necessity would be furthered by a grant of this Petition. Accordingly,
Petitioners respectfully request expedited treatment to permit Petitioners to consummate the

Transaction on or prior to April 15, 2005.

Respectfully submitted,

By: @"" [h"(

William B. Wilhelm, Jr.
Brian McDermott

SWIDLER BERLIN LLP

3000 K Street, NW, Suite 300
Washington, DC 20007-5116
(202) 424-7500 (Tel)

(202) 424-7645 (Fax)

COUNSEL FOR PETITIONERS

Dated: January 26, 2005
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Exhibit B

Financial Information
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
' Washington, D.C. 20549

FORM 10-Q

(Mark One) .
X Quarterly Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

For the quarterly period ended October 31,2004
OR

O Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

For the transition period from to

Commission File Number 000-31257

McDATA CORPORATION

(Exact name of registrant as specified in 1ts charter)

Delaware 84-1421844
(State or other junisdiction of (1 R.S. Employer
incorporation of organization) Identification No.)

380 Interlocken Crescent, Broomfield, Colorado 80021

(Address of principal executive offices)(zip code)

(720) 558-8000

(Regstrant’s telephone number, including area code)

(Former name, former address and former fiscal year, if changed since ast report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports),
and (2) has been subject to such filing requirements for the past 90 days. Yes X No O

Indicate by check mark whether the registrant 1s an accelerated filer (as defined in Rule 12b-2 of the Exchange
Act). Yes No O

At November 30, 2004, 81,000,000 shares of the registrant’s Class A Common Stock were outstanding and 38,042,765 shares of the
registrant’s Class B Common Stock were outstanding
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McDATA CORPORATION

. FORM 10-Q
QUARTER ENDED OCTOBER 31, 2004
TABLE OF CONTENTS
Item
T PART I - FINANCIAL INFORMATION : 4
1. Financial Statements
Condensed Consolidated Balance Sheets 4
Condensed Consolidated Income Statements 5
Condensed Consohdated Statements of Cash Flows 6
Notes to Condensed Consolidated Financial Statements "7
2 Management's Discussion and Analysis of Financial Conditon and Results of Operations 15
Quanutative and Quahtative Disclosures About Market Risks 34
4., ‘ Controls and Procedures 35
' PARTII — OTHER INFORMATION :
1 Lepal Proceedings 35
Submission of Matters to a Vote of Secunty Holders 36
Exhibits | 36
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Special Note Regarding Forward-Looking Statements

Some of the information presented in this Quarterly Report on Form 10-Q contains “forward-looking statements” within the
meaning of the Private Securities Litigation Reform Act of 1995 (the “Reform Act”) Although McDATA Corporation (“McDATA"”
or the “Company,” which may also be referred to as “we,” “us” or “our”) beheves that its expectations are based on reasonable
assumptions within the bounds of its knowledge of its businesses and operations; there can be no assurance that actual results wall not
differ matenially from our expectations. Factors that could cause actual results to differ materially from expectations include:

« changes in our relationship with EMC Corporation, or EMC, International Business Machines Corporation, or IBM, Hitachi
Data Systems, or HDS, and our other distnibution partners and the level of their orders;

«  our abihty to successfully increase sales of McDATA's network switches and management software, including
SANavigator®; !

 competition in the mulu-protocol (Fibre Channel and IP) network market, including competitive pricing pressures and
product give-aways, by our competitors such as Brocade Communication Systems, Inc., or Brocade, QLogic Corp., or
QLogic, Computer Network Technology Corporation, or CNT, Cisco Systems, Inc., or Cisco, and other IP and multi-
protocol switch and software suppliers;

»  our ability to expand our product offerings including our ability to successfully qualify and ramp sales of new products
(ncluding higher port density, mult-protocol and intelhgent network products); -

 unexpected engimeenng costs or delays, addinonal manufacturing and component costs or production delays that we may
expenence in connection with new product development,

« aloss of any of our key customers (and our OEMs’ key customers), distributors, resellers, suppliers or our manufacturers;

« any change 1n business conditions, our business and sales strategy or product development plans, and our ability to attract
and retain highly skilled individuals;

o any industry or technology changes that cause obsolescence of our products or components of those products;

o one-time events and other important nsks and factors disclosed previously and from time to time 1n our filings with the U S.
Secunities and Exchange Commussion, or SEC, including the nisk factors discussed 1n this Quarterly Report; and

o the impact of any acquisitions by us of businesses, products, or technologies, including difficulties 1n ntegraung any
acquisitions.

You should not construe these cautionary statements as an exhausuve hst or as any admission by us regarding the adequacy of
the disclosures made by us. We cannot always predict or determine after the fact what factors would cause actual results to differ
materially from those indicated by our forward-looking statements or other statements. In addition, you are urged to consider
statements that incjude the terms “believes,” “belief,” “expects,” “plans,” “objectives,” “anucipates,” “intends,” or the like to be
uncertamn and forward-Jooking All cautionary statements should be read as being applicable to all forward-looking statements
wherever they appear. We do not undertake any obligation to publicly update or revise any forward-looking statements.

” 6 2 .
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PART I - FINANCIAL INFORMATION

. McDATA CORPORATION . -
CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

October31, January3l,
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The accompanying notes are an integral part of these condensed consohidated financial statements.
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McDATA CORPORATION
CONDENSED CONSOLIDATED INCOME STATEMENTS  ~
(n thousands, except per share data)

(unaudited) '
Three Months Ended Nine Months Ended
October 31, October, 31
; 2004 2003 2004 2003
R R §985057 - §T04,650%, $293797572.$304,852°
Cost of revenue 43,704 40 0]2 129 568 128,307
Gross profitier
Operatmg expenses (recoven s)
¢ t (ex ud'

gsz 8115 Te: vely):

st iz
Selling and markenng (excludes amortization of deferred compensauon included 1n
Amoruzauon of deferred compensation of $98, $643, $548 and $1,033,

Acquxred in- process research and deve]opme t nd oth
purcha tangible ass :

Amortization of deferred compensation (exc]udes amortization of deferred
compensation included 1n cost of revenue of $26, $285, $162 and $555,

respecuve]y)yc

acquisiion

iy

Income 1ax expense (beneﬁt)

T

Loss, before equny in net:1oss ¢ Hf affiliz

P ey

Eqmty 1n net loss of affihated company

N 5 sk

v

»\,c‘,_uy. ,,,,,

0.792);°$7(35:603)

S PR o OERLLT

net 105s pe * :

SNSRI Ty A S s

: 1luled

The accompanying notes are an integral part of these condensed consohdated financial statements.
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McDATA CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)
(unaudited)

Nine Months Ended
October 31,

2004 2003

v g

Cash fl

gacliv)

AlSi10 recongile net, losso cash flows from operatin
Deprecxauon
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The accompanying notes are an integral part of these condensed consolidated financial statements.
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McDATA CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(tabular amounts 1n thousands, except per share data)
(unaudited)

Note 1 - Overview and Basis of Presentation

McDATA Corporation (McDATA or the Company) provides Muli-Capable Storage Network Solutions (integrating multiple
platforms, networks, protocols and Jocations) that enables end-customers around the world to better utilize their storage infrastructure,
easily manage the storage network and implement best-in-class business continuance solutions allowing them to be more efficient and
effective MCDATA solutions are an integral part of data services infrastructures sold by most major storage and system vendors,
including Dell Products L P. (Dell), EMC Corporation (EMC), Hewlett-Packard (HP), Hitachi Data Systems (HDS), International
Business Machines Corporation (IBM), StorageTechnology Corporation (STK) and Sun Mucrosystems, Inc. (Sun).

The accompanying condensed consolidated financial statements of McDATA and 1ts subsidianies have been prepared pursuant
to the rules and regulauons of the Securities and Exchange Commusston Certain information and footnote disclosures normally
included 1n the Company’s annual consolidated financial statements have been condensed or omitied. The condensed consolidated
balance sheet as of January 31, 2004 has been denved from the audited consolidated financial statements as of that date, but does not
include all disclosures required by generally accepted accounting principles For further information, please refer to and read these
\nterim condensed consolidated financial statements in conjunction with the Company’s audited consolidated financial statements for
the year ended January 31, 2004.

The inteim condensed consolidated financial statements, in the opimon of management, reflect all adjustments necessary for a
fair presentation of the financial posiuon, results of operations and cash flows of the Company for the periods presented. The results
of operations for the intenm periods are not necessanly indicative of the results of operations to be expected for the entire fiscal year
or future penods.

Recent Accounting Pronouncements

In January 2004, the Financial Accounting Standards Board (FASB) 1ssued Emerging Issues Task Force (EITF) Issue No 03-1,
The Meaning of Other-Than Temporary Impairment and Its Applicauon 10 Certain Investments (EITF 03-1). EITF 03-1 provides
guidance on the disclosure requirements for other-than-temporary impairments of debt and marketable equity investments that are
accounted for under Statement of Financial Accounting Standards (SFAS) No ] 15, Accounting for Certain Investments in Debt and
Equity Secunities (SFAS 115). The adopuon of EITF 03-1 would require the Company to include certain quantitative and qualitative
disclosures for debt and marketable equity securiies classified as available-for-sale or held-to-matunty under SFAS 115 that are
impaired at the balance sheet date but for which an other-than-temporary impairment has not been recogmzed. This guidance was to
be effective for financial periods beginning after June 15, 2004, however, 1ts adoption has been delayed due to proposed additional
guidance concerming the impairment of debt securiies The Company does not anticipate that the adoption of this 1ssue would have a
matenal 1mpact on the Company’s financial position or results of operations.

Note 2 - ESCON Agreement Amendment

In 1997, the Company entered into a services agreement with McDATA Holdings Corporation, a wholly-owned subsidiary of
EMC, 1o provide manufacturing and distnbution management services for proprietary mainframe protocol, or ESCON™, switching
solutions manufactured for and sold to JBM. Under the terms of this agreement, McDATA agreed to manage the ESCON product
manufacture, design, order and product shipment in exchange for a service fee calculated as a fixed percentage of EMC’s ESCON
revenues. In the second quarter ended July 31, 2004, the Company amended the service agreement to effectively assume the ESCON
business operations. This compnses the acceptance of the nghts, nisks and costs of inventory ownership and distribution; accounts
receivable billing and collections, and sales and marketing activities.

Effective July 1, 2004, the Company began to fully consolidate the operauons of the ESCON product line Under this new
arrangement, McDATA recorded $6 6 million of ESCON product revenue related 1o sales made from July 1 through October 31,
2004 In addition, the Company recorded the ESCON product mventory on the balance sheet and has included outstanding purchase
commitments 1n the overall contract manufacturer commitments at October 31, 2004 (Note 15).

In connection with the assumption of the ESCON business, the Company renegotiated the prior service agreement with EMC to
include an increased service fee percentage through June 30, 2004. As a result, dunng the quarter ended July 31, 2004, McDATA
recognized $1 6 million of previously deferred revenue related to past service fees which were 1n dispute. Additionally, the Company
remitted to EMC approximately $11 million of ESCON-related collecuons, which had been retained by the Company during the
negouations and classified in accrued liabiliues 1n prior penods .
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Note 3 — Restructuring Charges
During the quarter ended January 31, 2004, the Company announced that it was taking certain cost improvement actions, which
included a workforce reducuon and facility consolidation Total restructuring costs of $3 5 million consist of severance and benefit
charges, facility closure expenses, and other charges Severance and benefit charges of $2 3 million mclude severance and related
employee termination costs associated with the reduction of the Company’s workforce by approximately 92 employees, or 9%.
Facility closure charges of $1 1 mullion relate to losses for a leased engineering facility i Toronto, Canada. In August 2004, the
Company entered into agreements 1o sublease this facihity to an unrelated third-party through the Company’s remaiming original lease
term In connection with these agreements, the Company made a one-ume payment of approximately $1 million to satisfy all of its
outstanding lease commitments for this facihity These payments were applied against the restructuring reserve accrual and
approximate the original esumates made by the Company. As of October 31, 2004, all planned activities under this plan had been
completed and all remaining accrued habiliuies were paid or settled.

The following table summarizes the Company’s utlization of restructuring accruals for the nine months ended October 31,
2004: .

Employee
Severance Facility Other
Benefits Closure Costs Totals

TG A AT

Accrual ale

Note 4 — Components of Selected Balance Sheet Accounts

October 31, January 31,
2004 2004

otal invent
Less reserves

The Company has made significant investments in pre-production inventory related to new product mtroductions where
technological feasibility has been established and are expected to be released in the fourth quarter of fiscal 2004 and the first half of
fiscal 2005. The pre-production inventory ncludes both raw material component inventory to be utihzed in final production as well as
fimshed test product currently in the qualification and testing phases at OEM partner and end-user sites Upon general availability, a
portion of the test product will be sold and recognized as product revenue under revenue recognition guidelines.

October 31, January 31,

\}"arrapnl‘yﬁgfexserve; M
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(1) Acuvity in the warranty reserves is as follows:

Three Months Ended Nine Months Ended
October 31, October 31,
2004 2003 2004 2003

R O I spene e AT W

Balance at end of period?i¥

e bl "

From time to ume the Company 1s indemnified by 1s suppliers for warranty claims related to components that are contained
within its products. In these circumstances, the Company records a non-expensed warranty obligation against which future warranty
claims for those components will be provided by the Company 1o 1ts customers.

Note 5 - Equity Investment

On August 22, 2003, the Company purchased 13 6 nullion shares of preferred stock, or approximately 17.3% of the total
outstanding shares, of Aarohi Communications {Aaroh) for $6 million cash. Aarohi 1s a pnivately-owned provider of next-generation
intelligent storage networking technology. In addition to the equity investment, the Company has entered 1nto a non-exclusive supply
arrangement with Aarohi to purchase therr Apphcation Specific Integrated Circuit chip for inclusion in the Company’s new product
launches when, and if, Aaroh1’s product becomes generally available The Company has recorded its share of Aarohi’s net loss of
approximately $262,000 and $1 4 milhon for the three months and nine months ended October 31, 2004, respectively. Because the
remaining net equity investment has been reduced to zero as of October 31, 2004, the Company will no Jonger recognize its share of
Aarohi’s net losses and will not provide for additional losses unless the Company commiuts to additional financial support for Aarohi,
which the Company 1s not required to provide If Aarohi subsequently reports net income, then McDATA will resume recognizing its
share of Aarohi’s net income only after its share of net income equals the share of net Josses not recognized.

During the mne months ended October 31, 2004, the Company purchased software development services from Aarohi at a cost
of $68,000 These expenses have been classified as research and development expenditures.

Summanzed unaudited financial informaton for Aarohi 1s as follows:

Nine Months Ended September 30, 2004

(90443
$ (9,084)

Note 6 — Goodwill and Intangible assets

Changes in the carrying amounts of goodwill are as follows:
Goodwillas of January: 3520

Purchase price adjustment

Goodwill asiof Oct
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ns of Nishan Systems, Inc and Sanera Systems, Inc. in the third quarter of 2003. No
1al goodwill adjustments as a result of the potential future
d companies that was recorded at the time of the acquisitions.

The Company completed its acquisitio
further material purchase adjustments are anticipated except for potent
release of valuation allowance on the deferred tax assets of the acquire

9
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The Company is currently amoruzing its acquired 1ntangible assets with finite lives over periods ranging from 1 to 6 years.
During the quarter ended July 31, 2004, the Company 1denufied the impairment of a customer relationship asset (the termination of
Sanera’s prior Original Equpment Manufacturer’s Agreement with Computer Network Technology Corporation) with a net carrying
value of $1.0 mullion. This impairment was mostly offset by the indemnification by former owners of Sanera. A net impairment
charge of $50,000 was recorded in general and admimistrative expenses duning the second quarter fiscal 2004, In connection with the
cost improvement acions discussed 1n Note 3, the Company has retred a $2 2 mullion intangible asset related to the initial purchase
of the Toronto operations in 1997 The asset was fully amortized and did not result 1n a Joss. The following table summanzes the

components of gross and net intangible asset balances

October 31, 2004 Japuary 31, 2004
Gross Gross
Carrymg  Accumulated  Net Carrymg Carrymg  Accumulated  Net Carrying
Amount  Amoriization Amount Amount  Amortization Amount

Expected annual amortization expense related to acquired intangible assets 1s as follows:

(1) Reflects the remaining three months of fiscal 2004.

Amoruzauon expense related to acquired intangible assets was $5 6 million and $2.5 nulhon for the quarters ended October 31,
2004 and 2003, respectively. For the nine months ended October 31, 2004 and 2003, amortization of acquired intangible assets was

$17 2 mullion and $3.6 mllion, respectively.

Note 7 — Interest and Other Income, Net
Interest and other income consists of:

Three Months Ended Nine Months Ended
October 31, October 31,
2004 2003 2004 2003

Note 8 - Income Tax

For the three months ended October 31, 2004 and October 31, 2003 the Company recorded an income tax benefit of $618,000
and a provision of $30 9 million, respecuvely. Income tax provisions of $40,000 and $38 2 million were recorded for the mne months
ended October 31, 2004 and 2003, respectively. The tax provision for fiscal 2004 reflects foreign tax that McDATA will owe on the
profit of 1its foreign branch and subsidiary activities as well as state taxes where there are msufficient tax operating losses to offset
allocable taxable income. No federal tax benefit 1s recorded because the Company has established a valuation allowance against its
enure net domestic deferred tax asset The tax benefit for the three months ended October 31, 2004 and the tax provision for the nine
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months ended October 31, 2004 include a benefit from the reconciliation of US, state and Canadian tax return liabilities to taxes
previously accrued The tax provision for the three and nine months ended October 31, 2003 includes a non-cash charge of $38.7
mullion related to recording a valuation allowance against deferred tax assets.
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Note 9 — Net Loss Per Share

Basic net loss per share excludes dilution and 1s computed by dividing income available to common stockholders by the
weighted-average number of common shares outstanding for the period Diluted net loss per share 15 based on the weighted-average
number of shares outstanding during each period and the assumed exercise of dilutive common stock equivalents less the number of
treasury shares assumed to be purchased from the proceeds using the average market price of the Company’s common stock for each
of the periods presented. A dilutive effect 1s included for shares sold in relauon 1o McDATA's agreement with International Business
Machines Corporation (IBM) in which the Company granted 1BM five-year warrants for the purchase of up to 350,000 shares of
McDATA’s Class B common stock The 1BM warrants are fully discussed in Note 11. No dilutive effect has been included for the
converuble subordinated debt issued February 7, 2003 or the share optons sold in relation to the convertible subordinated debt

because of their anti-dilutive impact.
Following 1s a reconciliation between basic and diluted loss per share:

Three Months Ended Nine Months Ended
October 31, October 31,

2004 2003 2004 2003

RTINS

NeétTossi: Pkl : ZEST552315.00.048)
Weighted average shares of common stock outstanding used in computin
basic net income (loss) per share o . ) 115,624 114,955

s, 4 LTID LYY

lutiy

Note 10 — Stock-Based Compensation

The Company has stock-based employee compensation and employee stock purchase plans, which are described more fully in
the Company's Annual Report on Form 10-K for the year ended January 31, 2004. In addiuon, the Board of Directors approved the
Company’s 2004 Inducement Equity Grant Plan (the 2004 Plan) in May 2004. The 2004 Plan provides for the 1ssuance of non-
qualified opuons, stock bonus awards, stock purchase awards, stock appreciation nights, stock unit awards and other stock awards for
newly-hired employees of the Company. A maximum of 3 million shares are issuable under the 2004 Plan. As of October 31, 2004,
there were approximately 6.3 million shares of common stock available for future grants under these plans.

The Company accounts for these plans according 1o Accounting Principles Board Opinion No. 25, Accounting for Stock Issues
to Employees” (APB 25), and related interpretations and has adopted the disclosure-only alternative of Statement of Financial
Accounung Standards (SFAS) No. 123, Accounting for Stock-Based Compensation” (SFAS No. 123), as amended by SFAS No. 148,
Accounting for Stock-Based Compensaton - Transiuon and Disclosure, an amendment of FASB Statement No. 123. Any deferred
stock compensation calculated pursuant to APB 25 is amortized ratably over the vesting period of the individual opuions, generally
two to four years The following table Mustrates the effect on net loss per share if the Company had applied the fair value recognition

provisions of SFAS No. 123.
11
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Three Months Ended Nine Months Ended
October 31, October 31,
2004 2003 2004 2003

e A S R % T

(5523)7%$(50.048y:$(20.792)

loyee compensation expense mncluded in net loss as

insic value method, net of related tax effects
Ty T, LT TSI . AT Y .

¢ pense deiérinined

6,004

5’@%*)
S

4,959 9,175

2

$155:606)% $BO06 TS $(52.213)

S

Note 11— Stockholders’ Equity

Stock Repurchase Plan

The Company’s Board of Directors has authonzed a plan for the Company to repurchase its common stock (Class A, Class B or
a combination thereof). During the quarter ended October 31, 2004, the Board of Directors renewed the plan and reauthorized the
repurchase of up to $50 mulhon of its common shares This repurchase plan expires on September 1, 2005 and allows the Company to
repurchase shares on the open market, in negotiated transactions off the market, or pursuant 1o a 10b5-1 plan adopted by the
Company. The Company adopted a 10b5-1 plan i September 2004, which allows the Company to repurchase its shares dunng a
period in which the Company 15 1n possession of material non-public information, provided the Company communicates share
repurchase instructions to the broker at a ume when the Company was not in possession of such materal non-public information
During the quarter ended October 31, 2004, the Company purchased 2 milhon shares of Class B common stock for $10.1 mullion.
Since inception of the plan, approximately 3 0 mulhion shares (approximately 679,000 shares of Class A and approximately 2.3
nullion shares of Class B) have been repurchased with a total cost of $18.9 million.

Warrants to Purchase Stock

In September 2004, the Company entered 1nto an OEM agreement with IBM. In connection with this agreement, the Company
granted IBM five-year warrants for the purchase of up to 350,000 shares of McDATA'’s Class B common stock. The warrants are
structured 1nto three substantially equal tranches at exercise prices of $4 700, $5 052 and $5.405 per share. The warrants contain
customary terms and conditions, including piggy-back SEC registration rights and anu-dilution protections in favor of IBM, and are
fully exercisable. The warrants have been valued at approximately $1 0 nullion using the Black-Scholes option pricing model with the
following assumptions nisk-free interest rate of 3 29%, volauhty of 80%, dividend rate of 0% and an expected life of five years. The
warrants are recorded as an other asset related to the OEM contract and will be amortized ratably over the 60-month term of the OEM

contract as a reduction to revenue.

Note 12 — Comprehensive Loss
Comprehensive loss consisted of the following

Three Months Ended Nine Months Ended
October 31, October 31,
2004 2003 2004 2003

$(5,523)"7 $(50,048)™: $(20,792):: $(33,603)
418 139 (746) (304)

3(5,105Y  $(49,909

G

Note 13 - Segment Information
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The Company has one reporting segment relating to the design, development, manufacture and sale of open storage networking
available, scalable and centrally managed storage area networks (SANs). The Company’s Chief

solutions that provide highly
Operating Decision Makers, as defined by SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information,”
allocate resources and assess the performance of the Company based on revenue and overall profitability.

12
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A sigmificant portion of revenue is concentrated with the largest storage OEMs. For the three months ended October 31, 2004,
approximately 49% of total revenue came from EMC as compared to 54% for the three months ended October 31, 2003; IBM
contnibuted approximately 23% of revenue compared to 21% for the three months ended October 31, 2003; and HDS contributed less
than 10% for the three months ended October 31 2004, and approximately 10% for the three months ended October 31, 2003. For the
mne months ended October 31,2004, approximately 47% of total revenue came from EMC as compared to 59% for the nine months
ended October 31, 2003, IBM contributed approximately 25% of total revenue compared to 19% for the nine months ended October
31, 2003; and HDS contributed approximately 10% of total revenue for the nine months ended October 31, 2004 and 2003. Other
major storage and system vendors, including Dell, HP, STK and Sun, offer McDATA solutions to their customers. In addition to
storage and system vendors, the Company has relationships with many resellers, distnbutors and systems integrators. Sales to these
other channels represented 19% and 15% of total revenue, respectively for the three months ended October 31, 2004 and 2003 and
18% and 12% of total revenue, respectively for the nine months ended October 31, 2004 and 2003.

Revenues are attributed to geographic areas based on the location of the customers to which products are shipped. International
revenues primanly consist of sales 10 customers in Western Europe and the greater Asia Pacific region. Included in domestic revenues
are sales to certain OEM customers who take possession of products domesucally and then distnibute these products to their
international customers In addition, included n revenues from Western Europe are sales to certain OEM customers who take
possession of products 1n distribution centers designated for international-bound product and then distribute these products among
vanous international regions The mix of international and domestic revenue can, therefore, vary depending on the relative mix of
sales to certain OEM customers. Domestic and international revenue was approximately 66% and 34% of total revenue, respectively,
for the three months ended October 31, 2004 For the three months ended October 31, 2003, domestic and international revenue was
approximately 66% and 34% of total revenue, respectively. For the nine months ended October 31, 2004, domestic and international
revenue was approxamately 64% and 36% of total revenue as compared 0 69% and 31%, respectively for the nine months ended
October 31, 2003.

Note 14 — Related Party Transaction

In June 2004, the Company entered into a Software OEM Agreement (OEM Agreement) with Crosswalk, Inc. (Crosswalk).
John F. McDonnell, a Class B shareholder of the Company and its former Chairman s the founder and sole director of Crosswalk
Pursuant to the OEM Agreement, the Company granted Crosswalk a hicense to develop and integrate the Company’s SANavigator®
software into Crosswalk’s software platform, create certain enhancements for use with such integrated software product, and re-brand
such integrated software product with Crosswalk’s trademarks The Company also granted Crosswalk a limited license to distribute
the integrated software product furnished by the Company. The Company has deferred a $250,000 license fee and 1s recogmizing
license fee revenue over the license penod of twelve months. Since entening into the agreement, the Company has recorded
approximately $82,000 of revenue Upon release and distribution of the Crosswalk proprietary software, software royalties will be
recogmzed in accordance with the terms of the OEM Agreement and the Company's revenue recognition policies.

As of October 31, 2004, Mr. McDonnell is no longer a sigmificant holder of the Company’s commeon stock and, therefore, 1s no
longer considered a related party

Note 15 — Commitment and Contingencies

From time to time, the Company 1s subject to claims arising 1 the ordinary course of business In the opinion of management
and, except as set forth below, no such matter, individually or 1n the aggregate, exists which is expected to have a material adverse
effect on the Company’s consohidated results of operations, financial position or cash flows. -

On September 9, 2004, the Company entered into a tnple net office Jease for the future lease of approximately 168,127 square
feet of office space 1n Broomfield, Colorado (the “New Premises”). The Company intends to begin moving 1ts current world
headquarters Jocauon o the New Premises early in 2006 with lease payments commencing in February of 2006. The Company’s
current headquarter office lease expires at the end of Apnl 2006. The term of the new lease 15 for 11 years (with two S year renewal
options) and 1s at market Jease rates that are substantially Jower than the current lease rate paid by the Company. The base annual
lease rates per rentable square foot for the New Premises range from $0 in the first year to $14 15 in the last year of the lease, plus
normal operating expenses. In addition, the Company has an opuon to purchase the New Premises at varying amounts until December

31, 2005. The lease and option to purchase have customary terms and conditions.

Manufacturing and Purchase Commitments

The Company has contracted with Sanmina SCI Systems, Inc (SSCI), Solectron Corporation (Solectron) and others
(collectively, Contract Manufacturers) for the manufacture of printed cireuit boards and box build assembly and configuration for
specific mulu-protocol directors and switches. The agreements require the Company 1o submit purchasing forecasts and place orders

13
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sixty calendar days in advance of delivery. At October 31, 2004, the Company’s commitment with the Contract Manufacturers for
purchases over the next sixty days totaled $62.7 million. The Company may be Liable for materials that the Contract Manufacturers
purchase on McDATA’s behalf if the Company’s actual requirements do not meet or exceed its forecasts and those materials cannot
be redirected to other uses. At October 31, 2004, the Company had recorded obligations of approximately $6.6 million (See Note 4)
primarily related to materials purchased by the Contract Manufacturers for certain end-of-life and obsolete material. Management
does not expect the remaining commitments under these agreements to have a material adverse effect on the Company’s business,
results of operations, financial position or cash flows.

The Company has various other commitments for sales and purchases in the ordinary course of business. In the aggregate, such
commitments do not differ significantly from current market prices or anticipated usage requirements.

Lingation "

Class Action Laddering Lawsuits

The Company, John F McDonnell, the former Charman of the board of directors, Dee ] Perry, a former officer and Thomas O.
McGimpsey a current officer were named as defendants 1n purported secunties class-action lawsuits filed in the Umted States District
Court, Southern District of New York. The first of these Jawsuits, filed on July 20, 2001, 1s captioned Gutner v. McDATA '
Corporation, Credit Suisse First Boston (CSFB), Mernll Lynch, Pierce Fenner & Smuth Incorporated, Bear, Stearns & Co;, Inc.,
FleetBoston Robeértson Stephens et al,, No 01 CIV. 6627 Three other similar suits were filed against the Company and the
individuals. The complaints are substantially sdentical to numerous other complaints filed against other companies that went public n
1999 and 2000. These lawsuits generally allege, among other things, that the registration statements and prospectus filed with the
SEC by such companies were materially false and misleading because they failed to disclose (a) that certain underwriters had
allegedly sohcited and received excessive and undisclosed commissions from certain investors in exchange for which the
underwriters allocated 1o those investors matenal portions of shares in connection with the imual public offerings, or IPOs, and (b)
that certain of the underwniters had allegedly entered into agreements with customers whereby the underwriters agreed to allocate IPO
shares in exchange for which the customers agreed to purchase additional company shares in the afiermarket at pre-determined prices.
The complaints allege cluims agamst the Company, the named individuals, and CSFB, the lead underwriter of the Company’s August
9, 2000 initial public offering, under Secuons 11 and 15 of the Secunities Act of 1933. The complaints also allege claims solely
against CSFB and the other underwniter defendants under Section 12(a)(2) of the Secunties Act of 1933, and claims against the
indsvidual defendants under Section 10(b) of the Secunues Exchange Act of 1934. Although management believes that all of the
lawsuits are without legal ment and they intend to defend against them vigorously, there 1s no assurance that the Company will

prevail.

In September 2002, planuffs’ counsel 1n the above-mentioned lawsuits offered to individual defendants of many of the public
companies being sued, including the Company, the opportunity to enter into a Reservation of Rights and Tolling Agreement that
would dismiss without prejudice and without costs all claims against such persons 1f the company itself had entity coverage insurance.
This agreement was signed by Mr McDonnell, the former Company Chairman, Mrs Perry, the former chief financial officer, and Mr.
McGimpsey, the current Vice President of Business Development and General Counsel and the plainuffs’ executive committee.
Under the Reservation of Rights and Tolling Agreement, the plainuffs dismissed the claims against such individuals.

On February 19, 2003, the court in the above-mentioned lawsuits entered a ruling on the pending motions to dismiss, which
dismissed some, but not all, of the plantiffs’ claims against the Company. These Jawsuits have been consolidated as part of In Re
Inual Public Offering Secunties Litgation (SDNY). The Company has considered and agreed to enter into a proposed settlement
offer with representatives of the plainuffs in the consolidated proceeding, and we believe that any hability on behalf of the Company
that may accrue under that settlement offer would be covered by our msurance policies Until that settlement is fully effective,
management intends 10 vigorously defend against the consolidated proceeding.

Nishan Acquisiticn Related Lawsuit

In connection with the Company’s acquisition of Nishan, the Company was named along with Nishan, various investors of
Nishan, CSFB and certain of the former board members and officers of Nishan 1n a lawsuit brought by Aamer Lanf, a former board
member and ex-CEO of Nishan, in the Superior Court of Califorma, County of Santa Clara on September 11, 2003 (as amended on
October 10, 2003 and March 24, 2004) enutled Aamer Lanf v. Nishan Systems, Inc. et al (103 CV 004 939). The Complaint makes
various allegations against the other defendants such as fraud, durectors’ breach of the duty of care, shareholders’ breach of fiduciary
duty, unjust ennichment, and conspiracy 1o commit unjust enrichment The allegations made against the Company are vole buying,
unjust ennichment, and conspiracy 1o commit unjust enrichment The allegation made against Nishan is breach of Section 1602 of the
Cahforma Corporations Code (a provision dealing with books and records inspecion) The complaint primarily seeks compensatory
damages of approximately $11.5 nullion and other rehef The defendants have agreed that lawsuit expenses are covered by
indemmfication under the merger agreement from the selling sharcholders of Nishan. The defendants filed a demurrer to dismiss this
action, which was denied by the Court 1n January 2004 In May 2004, the defendants filed another demurrer to dismiss this acuon On
August 6, 2004, the defendants received a favorable ruling from the Judge The Judge ruled against Mr. Latf and dismissed his
claims h
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since they were barred by California’s appraisal rights statute (Corporations Code Section 1312(a)). The Judge als:o gave Mr. Latif 20
days leave to attempt to amend his complaint since 1t failed to state facts sufficient to consttute a legal cause of action. Mr. Latif
subsequently amended his complaint and a demurrer hearing occurred on November 16, 2004. In Jate November, the Judge again
ruled against Mr. Lauf but gave Mr Latif unul December 10, 2004 to amend his complamnt again After significant review of the
allegations made by the plainuff, management strongly behieves that the lawsuit 1s wholly without legal merit andithe Company
intends to vigorously defend aganst this action.

Indemnifications and Guaraniees

During its normal course of business, the Company may enter 1nto agreements with, among others, customers, resellers, OEMs,
systems integrators and distributors. These agreements typically require the Company to indemnify the other party against product

defects, third party claims or product infringements on patents or copyrights The Company provides indemnifications of varying
scope and size to certain customers against claims of intellectual property infringement made by third parties arising from the use of

our products.

In addiion, the majonty of these indemnities, commitments and guarantees do not provide for any limitation of the maximum
potential future payments the Company could be obligated to make The Company evaluates and estimates losses from such
indemmification under SFAS No. 5, Accounting for Conungencies, as interpreted by FASB Interpretation No. 45.; To date, the
Company has not incurred any material costs as a result of such obhigations and has not accrued any liabilities related to such

indemmnufication and guarantees n our financial statements.

Note 16 — Subsequent Event

On November 22, 2004, the Company entered into a five year Master Joint Development and Marketing Ag'reemem with
QLogic Corporation, a Delaware corporation (QLogic). Pursuant to this agreement, the parties will joindy develop, market and
distribute to select OEMs and other distmbution channel partners certain joint embedded fabnc switch and software offerings that
consist of 2 QLogic embedded switch blade product for the server environment that is interoperable in McDATA! fabrics and with
McDATA's storage management and secunty software. QLogic will pay McDATA an imtial fee of $4.0 million llwhich will be
deferred imually and recognized as revenue 1n accordance with SAB 104 at the expiration of the agreement. QLogic will also pay a

unit royalty on sales of the joint product offering.

ITEM 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations l

You should read the following discussion and analysis in conjunction with the condensed consolidated financial statements and
notes thereto included in Item 1 of this Quarterly Report and with Management’s Discussion and Analysis of Financial Condition and
Results of Operanons contained in our Annual Report filed on Form 10-K, with the Securiies and Exchange Commission on Apnil 15,
2004, and as amended on April 30, 2004 and August 23, 2004 j

Overview .
|

Compentive and Industry Environment

The market for our mulu-protocol SAN switching hardware and software products 1s highly competitive. Our competitors are
providing or plan to provide SAN switching and routing hardware and software that 1s multi-protocol capable such as Fibre Channel
over IP (FCIP), SCSI over Internet (SCSI), Internet Fibre Channel (FCP) and InfimBand (1B) A number of our current and potential
compeutors have longer operating histories, greater name recognition, access 10 larger customer bases, more established distmbution
channels and substanually greater financial and managenal resources. To remain compeutive, we will need to build on the new
products and technologies developed and acquired through our 2003 acquisitions of Nishan and Sanera as well as our investment in
Aarohi Communications. In addition, we conunue 1o expand our distibution channels for our product lines, including our Eclipse
switch product line, which is based upon the technology acquired from Nishan The financial results discussed below reflect our
efforts to expand our channels and to develop our new hardware and software products for release in the Jast half of fiscal 2004 and
first half of fiscal 2005. Our recent port sales of hardware products, reflect increases from the third quarter of ﬁsi,cal 2003 and
sequentially from the second quarter of fiscal 2004. Additionally, our Eclipse SAN routing switch saw a growth 'in year to date sales
since 1ts release 1n the fourth quarter of fiscal 2003. In addition, our software revenue has steadily increased front1 prior years to
represent almost 15% of total revenue, up from 11% in the third quarter of 2003. Our operating expense results reflect our continued

product development efforts and, 1n the Jast half of 2004, will reflect development and launch-related expenditures as we mtroduce
new products.
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We believe that we are well positioned 1n the industry with a full complement of hardware and software productsl that customers
require for the next phase of their infrastructure development Management beheves the trend of revenue, control of operating
expense and the related compettive environment define the overall performance of the Company and provide a specific context to
further analyze the financial results of the company. :

Revenue Reclassification
Beginning second quarter ended July 31, 2004, we have presented a reformatied classification of revenue to prm{ide further
visibility into our product hines and 1o emphasize our software growth strategy. All prior periods have been reclassified to reflect the

new classification. Our revenue compnses the following product categories: “ !

«  Product Revenue — revenue from the sales of our director and switch products (including Eclipse SAN routers)

« Software and Related Maintenance Revenue ~ revenue from the sales of our software licenses and related mlaintenance
agreements Our software maintenance agreements consist of our standard post-contract services (PCS) that fare sold 1n
conjunction with the mitial sales of the software hcenses These services include customer support that provides bug fixes,
upgrades and telephone support.

»  Other Service Revenue - revenue from our professional service offenngs as well as services provided under;extended
maintenance and vpgraded warranty contracts for our hardware products.

« ESCON Revenue ~ istorical revenue earned from the ESCON service agreement and, beginning July 1, 2004, revenue from
our ESCON product sales.

'ESCON Agreement Amendment
In 1997, we entered into a services agreement with McDATA Holdings Corporation, a wholly-owned subsidiary of EMC, to

provide manufacturing and distribution management services for proprietary mainframe protocol, or ESCON™, swilclhmg solutions
manufactured for and sold to JBM Under the terms of this agreement, we agreed to manage the ESCON product manufacture, design,
order and product shipment in exchange for a service fee calculated as a fixed percentage of EMC’s ESCON revenues. In the second
quarter ended July 31, 2004, we amended the service agreement 10 effectively assume the ESCON business operanonfs. This
compnises the acceptance of the nghts, risks and costs of mventory ownership and distnbution, accounts recervable billing and
collections; and sales and marketing activities We elected to amend the service agreement and effecuvely assume the ESCON
business operations for two primary reasons First, we beheve that the gross margin dollars that we will earn by managing the
business in its entirety will exceed the service fees we would have earned under the prior arrangement. Second, as a result of our
amendment of the service agreement, we obtained a retroactive increase in the prior service fee

Therefore, effecuve July 1, 2004, we began 1o fully consolidate the operations of the ESCON product line. Undlar this new
arrangement, we have recorded $6 6 million of ESCON product revenue related to sales made from July 1 through October 31, 2004
In addition, we recorded the ESCON product inventory on our balance sheet and have included outstanding purchase‘commitments in
our overall contract manufacturer commitments at October 31, 2004 The ESCON technology is a mature technology, and therefore,
we anticipate revenues from this product line will decline over tme. In the Results of Operations discussion, we classify the ESCON

revenue results as “ESCON revenue” in an effort 10 segregate this business from our current product sales, including our next-
generation products, which will be introduced 1n the fourth quarter of fiscal 2004. !

In addition to the assumption of the ESCON business, the Company renegouated the prior service agreement with EMC to
include an increased service fee percentage through June 30, 2004 As a result, in the second quarter ended July 31, 2004, we
recognized $1 6 million of previously deferred revenue related to past service fees which were 1n dispute Additionally, we remitted to
EMC approximately $11 million of ESCON-related collectons, which were retained by us dunng the negotiations and classified in
accrued liabilites in pnor penods.
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Results of Operations |
The following table sets forth certain financial data for the persods indicated as a percentage of total revenues.

Three Months Ended Nine Months Ended
October 31, October 31,
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Product revenue of $73 2 million for the three months ended October 31, 2004 decreased 9% from $80.1 million for the three
months ended October 31, 2003 This decline 1n product revenuc reflects a 16% increase 1n estimated director and switch ports sold
offset by a 24% decrease in estimated average sales pnces Product revenue of $227.4 million for the nine months ended October 31,
2004 decreased 14% from $265 3 million for the nine months ended October 31, 2003. This decline in product revenue reflects a 2%
increase 1n estimated ports sold which parually offsets a 17% decrease in estimated average sales prices from the nine months ended
October 31, 2003. The increase in sales of hardware ports reflects the market strength of our flex ports as well as our mid-range
switch products despite the economic and compeutive environment which has lengthened the decision making process of our end-
users and lengthened our sales cycles. We expect the number of ports shipped to fluctuate depending on the demand for our existing
and newly introduced products including the timing of product introductions by our OEM customers. Average lsales price declines
duning the third quarter were greater than the hustoncal pricing declines typical with our technology products. Dunng the third quarter
ended October 31, 2004, we lowered pricing on director chassis to 1ake advantage of the ongoing compeutive einvnonmenl in the
high-end director product category These price declines were enabled by the lowered costs of our director components. We anticipate
the gross margin impact from these pricing actions will be miugated by the growth in higher margin software sales. Ongong
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competition and macroeconomic factors could continue to provide downward pricing pressures that could impact our revenue
growth and related margims. Product revenue for the third quarter ended October 31, 2004, includes approx:maté]y $1 3 mllion of
product revenue recorded as a result of previously deferred revenue recognized upon our change in estimates for distributor sales See
further discussion under the Revenue Recogmtion section of the Crtical Accounting Policies. -

For the three months ended October 31, 2004, software revenue of $14 6 milhion was a 34% ncrease from|$10 8 million for the
three months ended October 31,2003 Software revenue of $42 4 mallion for the nine months ended October 31, 2004 increased 43%
from $29.7 mullion for the nine months ended October 31, 2003 This revenue growth s due to continued revenue growth from our |

software products, including our SANavigator®, SANtegnty® and SAN routing software
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Other service revenue includes professional service revenue and revenue earned from our upgraded warranty and extended
maintenance contracts on our hardware products For the three months ended October 31, 2004, other service revenue increased 83%
t0 $5.7 nullion as compared to $3 1 million for the three months ended October 31, 2003 For the nine months ended October 31,
2004, other service revenue increased 78% to $14 6 milhion as compared to $8 2 million for the nine months ended October 31, 2003.
These increases are due primanly to the activation of extended maintenance and upgraded warranty contracts sold 1n conjunction with
our hardware products In prior perods, we experienced a sigmficant growth in deferred revenue as the attach rates for extended
maintenance contracts increased sigmficantly (pnmanly through IBM sales) As the standard product warranties on these products
expire, we will conunue 10 see a growth 1n maintenance revenue as the extended contracts are activated and deferred revenue is
recogmzed. As part of our recently announced OEM agreement with IBM, we will no longer provide the end-user support services
through these extended maintenance contracts Therefore, revenue from deferred extended maintenance contracts is expected to

decline in fiscal 2006 [
|
ESCON revenues of $5 0 nullion for the three months ended October 31, 2004 increased $4 4 million from $0.6 million for the

three months ended October 31, 2003. ESCON revenues of $9 6 million for the nine months ended October 31, 2004 increased $7.9
mullion from the $1 6 million for the same period in fiscal 2003 The increase reflects McDATA's assumption of the ESCON business
operations from EMC duning the second quarter of fiscal 2004 as explained above As of July 1, 2004, ESCON revenue included
product revenue from sales of these products In additon, ESCON revenue for the mine months ended October 31, 2904 includes $1.6
mulhon of previously deferred service fees discussed in the Overview above These fees were deferred in prior periods in accordance '
with revenue recogmuon policies and the contract negotiations at that ume i

A sigmficant poruon of our revenue 1s concentrated with the largest storage OEMs. For the three months endedI October 31,
2004, approximately 49% of our total revenue came from EMC as compared 10 54% for the three months ended October 31, 2003;
IBM conmbuted approximately 23% of our revenue compared to 21% for the three months ended October 31, 2003; and HDS
contributed less than 10% for the three months ended October 31 2004, and contributed 10% of total revenue for the three months
ended October 31, 2003 For the mine months ended October 31, 2004, approximately 47% of our total revenue came from EMC as
compared to 59% for the nine months ended October 31, 2003, IBM contibuted approximately 25% of total revenué: compared to
19% for the nine months ended October 31, 2003, and HDS conuibuted approximately 10% of 1otal revenue for the nine months
ended October 31, 2004 and 2003 Other major storage and system vendors, mncluding Dell, HP, STK and Sun, offer McDATA
solutions In addition to our storage and system vendors, we have relauonships with many resellers, distributors and|systems
integrators. Sales to these other channels represented 19% and 15%, respectively for the three months ended October 31, 2004 and
2003 and 18% and 12%, respectively for the mne months ended October 31, 2004 and 2003 The decline in the revenue from EMC as
a percentage of our sales 1s the result of the entrance of new compeutors into the storage market and the lengthened sales cycle in the
high-end director market, as well as the overall growth n revenue dollars from our other OEMs and non-OEM chmhels, particularly
IBM with whom we have a sirengihened relanonship Expanding our reseller, disibutor and system integrator channels into Small
Medium Enterprise (SME) and vertical markets wall be a strategic focus for us as we conunue to grow our business.EHowever, the
Jevel of sales to any single customer may vary and the loss of any one significant customer, or a decrease in the level of sales 1o any
sigmificant or group of sigmficant customers, could harm our financial condition and results of operations. Given the dependencies on
our hiruted number of OEM resellers combined with an sncreasingly compeutive environment, we may experience continued adverse
price pressures at cnitical umes near the end of the fiscal quarters In addition, the fiscal quarters for many of our largest OEM and
reseller partners begin dunng the last month of our fiscal quarter While we do not have complete mnsight into the pu;rchasmg
processes of our OEM and reseller partners, we believe that such partners may purchase some amount of our non-configured product
in anucipation of end-user customer demand that will be reahized in the later portion of their fiscal quarter. Large end-of-quarter
purchases by our partners could result in lower future revenues or earmings 1f market demand as forecasted by our partners is not met.

Domestic and internanonal revenue was approximately 66% and 34% of our total revenue, respectively, for the three months
ended October 31, 2004 For the three months ended October 31, 2003, domestic and international revenue was app'roximately 66%
and 34% of our total revenue, respecuvely For the nine months ended October 31, 2004, domestic and international revenue was 64%
and 36% of total revenue as compared 10 69% and 31%, respecuively for the nine months ended October 31, 2003. Revenues are
attbuted 1o geographic areas based on the location of the customers 10 which our products are shipped. International revenues
primanly consist of sales to cuslomers in Western Europe and the greater Asia Pacific region Included in domestic frevenues are sales
10 certain OEM customers who take possession of our products domesucally and then distnbute these products to their international
customers. In addition, included 1n revenues from Western Europe are sales to certain OEM customers who take possession of our
products in distribution centers designated for international-bound product and then distribute these products among various
international regions. Our muix of international and domestic revenue can, therefore, vary depending on the relative mix of sales to
certain OEM customers

b
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Gross Profit l

Gross profit margin of 56% for the three months ended October 31, 2004 reflects a 210 basis point decline from|the gross profit
margin of 58% for the three months ended October 31, 2003 Costs of goods sold consists of product costs, which are generally
variable, and manufacturing operating cost, which 1nclude both vanable and fixed expenses. Product costs as a percentage of revenue
increased approximately 1.0% due to Jower product revenue and revenue growth in lower margin service products, which were
parually offset by huigher margin software sales and lowered component costs Manufacturing operating costs as a percentage of
revenue increased 1.1% due to the release of inventory-related reserves during the third quarter of fiscal 2003 and higher product
royalty charges during the third quarter of fiscal 2004.

For the nine months ended October 31,2004 and 2003, gross profit margin was 56% and 58%, respectively, reflecung a

- decrease of 200 basis points. Product costs as a percentage of revenue increased 0 5% due to lower product revenues|and growth in
lower margin service products, which were partially offset by increases in higher margmn software sales, Jower component costs and
the one-time ncrease in revenue due to reroactive ESCON service fees Manufacturing operating costs as a percentage of revenue
mncreased 1.5% due primarily 10 the release of inventory-related reserves and obligations of approximately $2 7 mllion or 0.9% of the

nine-month 2003 gross margins reported above.

In anticipation of the compeutive-driven and natural dechne in selling prices, we continue 10 drive cost advantages through our
engineening and manufacturing processes In Apnil 2004, we announced the availability of the Jower cost versions of our second-
generation switch technology and began shipping the lower cost versions of our director components. Through these actions, we
anucipate gross profit margin will remain in the mid-50 percent range through the fourth quarter of fiscal 2004.

Operating Expenses .

Research and Development Expenses. Research and development expenses consist pnmanly of salanies and related expenses for
personnel engaged 1n engineering and R&D acuwvities, fees paid to consultants and outside service providers; nonrecurring
engineering charges; prototyping expenses related to the design, development, tesung and enhancement of our products; depreciation
related 10 engineering and other test equpment, and IT and facihties expenses

For the three months ended October 31, 2004, research and development expenses decreased $0.8 milhion to $22 8 million
compared with $23 6 million for the three months ended October 31, 2003 Research and development expenses reflect the net impact
of capitalized software development costs which reduce research and development expenses when recorded on the balance sheet and
amortized against cost of goods sold upon inroducuon of the software product In the third quarter ended October 31,2004,
capitahzed software costs were $6.0 nullion compared to $2.2 million for the three months ended October 31, 2003' These costs vary
1n conjunction with stages of development of our apphcation sofiware, our new director and switch products and related firmware
sofiware. The decrease caused by the capitahzaton of software development expenses was parnally offset by a $1 0 milhon increase
in personnel related expenses attnibutable to our thud quarter 2003 acquisiuons and a $1.5 mulhon increase 1 spend:mg related to
product development and tesung of our new products scheduled for general availability in the fourth quarter of fiscal 2004 and the

first quarter of fiscal 2005. |

For the mne months ended October 31, 2004, research and development increased by $£9.4 million 10 $70 0 million as compared
with $60 5 mallion for the mne months ended October 31, 2003. This increase was pnmarily due to a $8.2 milhon INcrease 1
personnel related expenses atirrbutable to fiscal 2003 acquisitions and a $8.7 milhon increase 1n spending related 10 new product
development and testing This increased spending was parually offset by increases 1n the capitalization of software ,development costs
during fiscal 2004 Capnalized software costs for the nine months ended October 31, 2004, increased to $12.9 milhon as compared to
$4.8 mallion for the nine months ended October 31, 2003. i

Selling and Marketing Expenses Sales and marketing expenses consist pnmarily of salaries, commissions and related expenses
for personnel engaged in marketing and sales, costs associated with promotional and travel expenses, and 1T and faciliues expenses.

For the three months ended October 31, 2004, selling and markeung expenses increased $3.2 mullion to $26.8 milbon as
compared to $23 5 milhion for the three months ended October 31, 2003. This increase was prnimarily due to a $1 8jmillion increase
for personnel expenses as well as increases in equipment costs, and tradeshow and marketing activities totaling $1 4 million

For the nine months ended October 31, 2004, selling and marketing expenses increased by $4 0 million t0 $74 5 mullion as
compared to $70 5 mullion for the nine months ended October 31, 2003 Increases in personnel, travel and equipment costs of $4 8
million in fiscal 2004 were offset by a $1 0 million decrease 1n customer acquisition costs from the nine months ended October 31,
2003 attributable to two new OEM contracts signed during that period. !
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General and Administrative Expenses General and administrauve expenses consist primanly of salaries and related expenses for
corporate executives, finance, human resources and investor relauions, as well as accounting and professional fees, corporate legal
expenses, other corporate eXpenses, and IT and facihities expenses.

For the three months ended October 31, 2004 and 2003, respective, general and administrauve expenses were $f|>.8 million and
$8 1 nullion. For the nine months ended October 31, 2004 and 2003, respecuvely, general and admnistrative expenses were $19.5
million and $21 8 mulhon. These decreases over prior year are atinbutable to several htigation matters the Company was involved in
dunng fiscal 2003 which were subsequently settled. -

Amorn-ation Of Purchased Intangible Assets Amoruzation of purchased intangible assels was $5.6 million and $2.5 milhon for
the three months ended October 31, 2004 and 2003, respecuvely, and $17 2 million and $3 6 nullion for the nine months ended
October 31, 2003, respectively The increases were the result of our fiscal 2003 acquisiuons through which we recorded

approximately $113 million of amoruzable intangible assets. These assels are being amortized on a straight-line basis over a penod of

one to nine years

Amortizanion of Deferred Compensanon Amortization of deferred compensation was $1 0 mallion for the lhrceimonlhs ended
October 31, 2004, and $5.7 mullion for the three months ended October 31, 2003 (of which approximately $26,000 apd $285,000 was
included 1n cost of revenue, respectively). Deferred amortization expense of $4 8 million was recorded for the nine months ended
October 31, 2004 and $8.6 milhon for the same period October 31, 2003 (of which approximately $162,000 and $555,000 was
mcluded in cost of revenue, respectively) We have recorded deferred compensation 1n connection with Class B conf;non stock
options granted prior 10 0ur August 9, 2000 nitial public offenng (IPO) and restricted Class B stock grants granted llhrough our equity
mcenuve plans In addiuon, we 1ssued approximately 1 0 million shares of Class B restricted common stock with vesting periods
ranging from 12 10 24 months 1n connection with our acquisions during fiscal 2003. We are amortzing all deferred compensauon on
a straight-line basis over the vesung penod of the apphicable options and stock awards. Deferred compensation expense related to
these awards will decrease as the awards become fully vested over the following two to five years

Resiructuring Charges In the fourth quarter of fiscal 2003, we announced that we were taking certain cost improvement actions,
which included a workforce reducuon and facihity consohdation. During the mine months ended October 31, 2004, we completed our
planned closure of our Toronto engineenng facihty and recorded an approxymate $1 1 mllion restructuring charge related to this
closure In addiuon, we incurred an additional $279,000 restructuring charge 1 fiscal 2004 for additional severance-related and other
costs as we finalized the reduction in workforce that was initiated 1n the fourth quarter of 2003 As of October 31, 2004, all planned
activiues under this plan had been completed and all remaiming accrued Liabihues were paid or settled. 1

Interest and Other Income Interest and other income consisted primanly of interest earmngs on our cash, cashI equivalents and
vanous mvestment holdings Interest and other 1ncome decreased to $1 6 mulhion for the three months ended Octobr;r 31,2004 as
compared with $1.9 million for the three months ended October 31, 2003 Interest and other income decreased to $4.3 million for the
mne months ended October 31, 2004 as compared with $5 5 million for the nine months ended October 31, 2003. This decrease n
income reflects the use of a portion of our investment portfolio to fund our third quarter 2003 acquisitions. Fluctuations 1 our
investment balances as well as fluctuauons in interest rates could cause our investment income (o vary between perilods.

Interest Expense For the three months ended October 31, 2004, interest expense increased slightly to $0.4 million compared
with $0 2 million for the three months ended October 31, 2003 For the mne months ended October 31, 2004, imerel‘st expense
decreased $1 6 miihon to $0 9 million compared to $2.5 milhon for the nine months ended October 31, 2003 The decrease in interest
expense from the nine months ended October 31, 2003 to 2004 was attnbutable 10 the interest rate swap which was|established dunng
the third quarter fiscal 2003 This interest-rate swap agreement has the economic effect of modifying the fixed interest obligations
associated with our converible debt so that the interest payable on the majonty of the debt effecively becomes variable based on the
six-month London Interbank Offered Rate (LIBOR) minus 152 basis points The reset dates of the swap are Februa'ry 15 and August
15 of each year unul maturity on February 15,2010 On August 16, 2004, the six-month LIBOR setting was reset to 1.92%, resulting
in a rate of approximately 0 4%, which is effecuve unul February 15, 2005. Sigmficant increases in interest rates in future periods

could significantly increase nterest expense.

Provision for Income Taxes. The Company has recorded tax expense for the nine months ended October 31, 2||004 even though
the pre-tax result on the books 15 a loss. This 1s due primarily to taxes payable in foreign junsdictions where the net taxable income
will be posiive No tax benefit is realized currently for the book loss or availlable tax credits as the Company has established a
valuation allowance against its entire domestic net deferred tax assets The tax provision for the three and nine months ended October

31, 2003 includes a non-cash charge of $38.7 million related 1o recording a valuation allowance against deferred ta:x assets.

We are subject to audit by federal, state and foreign tax authonues. These audits may result n additional tax habilities We
account for such contingent habiliies 1n accordance with SFAS No 5, Accounting for Contingencies, and believe that we have
appropnately provided for taxes for all years Several factors drive the calculation of our tax reserves including (i) :the expiration of
statutes of limitations, (1) changes in tax law and regulations, and (i) settlements with tax authorities. The occurrence of any of these
events may result in adjustments to our reserves that could impact our reported financial results. ‘
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The Internal Revenue Service 1s currently conducting an audit of the Company’s US income tax returns for 2000, 2001 and
2002 An audit of these years is mandated by the procedures for Jont Commuttee cases due to the carry back of tax losses from the
2001 and 2002 tax years to 2000 In addiuon, the state of Colorado has completed a review of income tax returns filed by the
Company with the state for 2001 and 2002. We received noufication from the state auditor on November 4, 2004 that no changes

would be proposed with respect to those returns.

Liquidity and Capital Resources

Our financial condition remains sohd At October 31, 2004, cash, short- and long-term investments were $303 million compared
10 approximately $317 mullion as of January 31, 2004 These balances include approximately $5 mullion of restricted cash that we are
required to maintain m relation to the interest rate swap we have executed in connection with our convertible debt. We invest excess
cash predominantly in debt and equity nstruments that are hughly hquid, of high-quahity investment grade, and predominantly have
matunties of less than three years with the intent to make such funds readily available for operating purposes, including expansion of
operations and potential acquisitions or other transactions.

We believe our existing cash, shori-term and long-term 1nvestment balances, and cash expected to be generated from future
operations will be sufficient to meet our capital and operaung requirements at least through the next twelve months, although we
could be required, or could elect, 10 seek addiuonal funding prior to that ime. Our future capital requirements will depend on many °
factors, including our rate of revenue growth, the tming and extent of spending to support development of new products and
expansion of sales and marketing, the timing of new product introductions and enhancements to existing products, and market

acceptance of our products

In summary, our cash flows were:

Nine Months Ended
October 31,

Source/(use) (in thousands) 2004 2003

Net ¢ash: provided by operating activilies':
Net cash used by invesung activiues
Net cash provided (used) by findncing’activiues

The decrease 1n cash provided by operaung activities reflects the net loss for the nine months ended October 31, 2004 adjusted
for non-cash charges mncluding depreciation, amoruzation, deferred compensation and changes 1n working capital items. Working
capital 1iems include accounts recen able, inventones, other current and non-current assets, accounts payable, accrued habilites and
deferred Tevenue Accounts receivable was a use of $1.5 million 1n the first nine months of fiscal year 2004 compared to a use of
$23 5 mllion 1n the first mne months of 2003 Days sales outstanding (DSO) was 60 days and 58 days for the nine months ended
October 31, 2004 and 2003, respectively The change between years 1s the result of the uming and collections compared to the
hineanty of billings within the quarter The use of cash of $13 6 milhon during the first nine months of fiscal 2004 for the net purchase
of inventories compares to the $5 5 million use of cash duning the same period of fiscal 2003 The increased purchasing reflects the
build of mventonies surrounding the next generation of products that are currently 1n the pre-production phase. For the nine months
ended October 31, 2004, cash provided from accounts payable and accrued habihiues was $20,000 compared to the $17.7 million
source of cash for the mne months ended October 31, 2003 This change reflects the timing of payments of vendor invoices as well as
an $11 million payment made duning the second quarter of fiscal 2004 10 EMC 1n connection with the ESCON service agreement

amendment.

The decrease in net cash used by investing activities reflects the fiscal 2003 use of cash proceeds for the acquisitions of Nishan
and Sanera and our equity investment in Azroh1 In addition, the use of cash also reflects the use of cash proceeds from the issuance
of convertible subordinated notes to purchase investments 1n the nine months ended October 31, 2003.

Net cash used by financing acuviues during the mine months ended October 31, 2004 reflects the Company’s purchase of
treasury stock for $10 1 mullion This use of cash 1s parually offset by proceeds from the issuance of common stock from stock option
exercises and purchases under the Company’s employee stock purchase plan In February 2003, we 1ssued convertible subordinated
notes of $172 5 nullion m pnncipal amount, with proceeds of $167 mulhion The 2.25% converuble subordinated notes mature 1n
February 2010, unless converted into McDATA common stock at a conversion price of $10.71 per share, subject to certain
conversion price adjustments Offsetng these net proceeds 1n fiscal 2003 were the use of $20.5 million of those proceeds to enter
into share option transactions and $5 million of cash being classified as restncted related 10 our interest rate swap agreement.
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Off-Balance Sheet Arrangements
Other than facility and equipment leasing arrangements, the Company does not engage in off-balance sheet financing activiues.

Dunng its normnal course of business, we may enter into agreements with, among others, customers, resellers, OEMs, systems
integrators and distnbutors. These agreements typically require us 10 indemmfy the other party against third party claims or product
infringements on patents Or copynghts We provide \ndemnificabons of varying scope and size 1o certamn customers against claims of
intellectual property infringement made by third parues ansing for the use of our products We have also indemmfied our former
parent, EMC, for any income taxes ansing out of the distribution of our Class A common stock 1n February 2001 In addiuon, the
majority of these indemniues, commitments and guarantees do not provide for any limitation of the maximum potental future
payments we could be obligated to make We evaluate and estimate losses from such indemmficauion under SFAS No. 5, Accounting
for Contingencies, as interpreted by FASB Interpretation No 45 To date, we have not incwred any matenal costs as a result of such
obligatons and have not accrued any hiabihties related to such ndemmnification and guarantees 1n our financial statements.

Commitments

The Company has contracted with Sanmina SCI Systems, Inc (SSC1), Solectron Corporation (Solectron) and others
(collecuvely, Contract Manufacturers) for the manufacture of printed circuit boards and box build assembly and configuration for
specific mulu-protocol directors and switches The agreements require the Company to submit purchasing forecasts and place orders
sixty calendar days in advance of delivery. At October 31, 2004, the Company’s commitment with the Contract Manufacturers for
purchases over the next sixty days totaled $62.7 mulion The Company may be liable for matenals that the Contract Manufacturers
purchase on McDATA's behalf if the Company’s actual requirements do not meet or exceed its forecasts and those matenals cannot
be redirected to other uses At October 31, 2004, the Company had recorded obhigations of approximately $6 6 mlhion (See Note 4)
prnimanly related to materials purchased by the Contract Manufacturers for certain end-of-life and obsolete material. Management
does not expect the remaining commitments under these agreements to have a matenal adverse effect on the Company’s business,
results of operations, financial position or cash flows

In February 2003, the Company sold $172.5 million of 2 25% converuble subordinated notes due February 15,2010 (the Notes)
The Notes are converuible mnto our Class A common stock at conversion rate of 93 3986 shares per $1,000 principal amount of notes
(aggregate of approximately 16 1 mullion shares) or $10 71 per share, subject to certan conversion adjustments. Upon a conversion,
the Company may choose t0 deliver shares of our Class A common stock, or, in Lieu of shares of our Class A common stock, cash ora
combination of cash and shares of Class A common stock We are required 1o pay interest on February 15 and August 15 of each
year, beginning August 15, 2003. Debt 1ssuance costs of $5.6 milhion are being amortized over the term of the Notes The
amortization of debt 1ssuance costs will accelerate upon early redemption or COnversion of the Notes The net proceeds remain
available for general corporate purposes, including working capital requirements and capital expenditures.

Concurrent with the 1ssuance of the Notes, the Company entered into share option wransactions using approximately $20.5
mullion of proceeds. As part of these share opuon transactions, the Company purchased options that cover approximately 16 1 million
shares of Class A common stock, at a stnke price of $10 71. The Company also sold opuions that cover approximately 16.9 mullion
shares of Class A common stock, at a strike price of $15 08. The net cost of the share opuon transactions was recorded against
additional paid n capital These share option transactions are intended to give the Company the option to mitigate dilution as a result
of the Notes being converted to commeon shares up to the $15 08 pnice per common share and miugate dilution if the share price
exceeds $15 08 at that time. Should there be an early unwind of either of the share option transactions, the amount of cash or net
shares potenually received or paid by the Company will be dependent on then existng overall market conditions, the stock price, the
volaulity of the stock, and the amount of ime remaining unul expiration of the options.

In July 2003, we entered m1o an interest-rate swap agreement with a notional amount of $155 3 mithon that has the economic
effect of modifying the fixed interest obhgations associated with the Notes so that the interest payable on the majonty of the Notes
effecuvely becomes vanable based on the six-month LIBOR minus 152 basis points. The reset dates of the swap are February 15 and
August 15 of each year unul matunty on February 15, 2010 On February 15, 2004, the six-month LIBOR setting was reset to
1 175%, resulung in a rate of approximately munus 0 345%, which was effective unu} August 15,2004 On August 16, 2004, the six-
month LIBOR setung was reset to 1 92%, resulting 1n a rate of approximaiely 0 4%, which 1s effective unnl February 15, 2005.
Increases 1n interest rates could significantly increase the inlerest expense we are obhgated to pay under the interest-rate swap
agreement in future periods. The swap was designated as a fair value hedge and, as such, the gamn of loss on the derivative instrument,
as well as the fully offseting gamn or Joss on the Notes attributable to the swap, were recognized 1n earnings. We are also required to
post collateral based on changes 1n the fair value of the 1nterest rate swap. This collateral, in the form of restricted cash, was $5.0
mulhon at October 31, 2004.
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On September 9, 2004, McDATA entered into a tnple net office lease with Ridge Parkway Associates, LLC, a Delaware limited
liability company for the future lease office space at 11802 Ridge Parkway, Building 2, Broomfield, Colorado (the “New Premises”).
The Company 1ntends to begin moving 1ts current world headquarters location at 380 Interlocken Crescent, Broomfield, Colorado
§0021 10 the New Premises early 1n 2006 with lease payments commencing in February of 2006. The Company’s current headquarter
office lease expires at the end of Apnl 2006 The term of the new lease 1s for 11 years (with two 5 year renewal options) and is at
market lease rates that are substanually lower than the current lease rate paid by the Company The base annual lease rates per
rentable square foot for the New Premises range from $0 1n the first year to $14 15 in the last year of the lease, plus normal operating
expenses In addivon, the Company has an opuon to purchase the New Premuses at varying amounts untl December 31, 2005. The
Jease and option to purchase have customary terms and conditions

The following table summarizes our contractual obligations (including interest expense) and commitments as of October 31,
2004 (1n thousands):

Less Than More than
Total 1 Year 1-3 Years S years

VSIS o $172781

2,78k 5§ GRTNENE
53,841 10,266 12,002 31,573
‘62,66‘2\\, '“”’662 I an” FETRGN 5.:
1,087 699 388 _

Critical Accounting Policies

General

Management’s Discussion and Analysis of Financial Condition and Results of Operations is based upon our consohidated
financial statements, which have been prepared 1n accordance with accounting principles generally accepted in the United States. The
preparanon of these financial stalements requires management to make estimates and assumpuons that affect the reported amounts of
assets and habihies, revenue and expenses, and the related disclosure of conungent assets and habilities as of the date of the financial
statements. Management bases its estimates on histonical expenence and on vanous other assumptions that are beheved to be
reasonable under the circumstances, the results of which form the basis for making judgments about the carrying values of assets and
lhabilies that are not readily apparent from other sources Senior management has discussed the development, selection and
disclosure of these esumates with the Audit Commutiee of McDATA’s Board of Directors Actual results may differ matenally from
these estimates under different assumptions or condiuons. Management beheves the following cnucal accounung policies reflect ats
more significant estimates and assumptions used in the preparation of its consohdated financial statements.

Revenue Recognition

We recognize revenue, n accordance with SEC Staff Accounung Bulleun No. 104, Revenue Recognition (SAB 104) and the
Amencan Institute of Certified Pubhic Accountants’ Statement of Position 97-2 (SOP 97-2), as amended, when persuasive evidence of
an arrangement exasts, products are delivered or services rendered, the sales price 1s fixed or determinable and collecuibility 1s assured.
In instances when any one of these four criteria 1s not met, we will defer recogmuon of revenue unul all the criteria have been met.

With respect to revenue from our configured products, we request evidence of sell-through from our OEM and distributor
partners prior to recognizing revenue In situations where our OEM and disinbutor partners refuse to provide sell-through information
when requested, but all the cnteria under SAB 104 (as discussed above) have been met, we recognize revenue for such configured
products These configured products represent high value, customized soluuions of directors, cabinets and various combinations of
port cards ordered by our OEM and distnbutor partners as required by the end user Non-configured products and components, such
as our switch products, port cards, and FlexPort upgrades, are recognized as revenue when the cnitena for SAB 104 (as discussed
above) have been met, generally at ume of shipment Revenue for both configured and non-configured products and components is
reduced for estimated customer returns, price protection rebates, and other contract terms that are provided to the Company’s OEMs,
distributors and resellers These estimates are calculated n accordance with SFAS No. 48, Revenue Recogniton When Rights of
Return Exist (SFAS 48) and rely on historical expenence for all customer returns We have not expenenced credits 1n excess of 1% of
annual revenues If actual credit expenence vanes from our historical experience due to changes in product technology, the pricing
environment or other unforeseen factors, our revenue could be adversely affected. Through the second quarter of fiscal 2004
McDATA had recogmzed revenue on distnbutor sales of non-configured products when proof of sell-through was obtained This was
due to msufficient historical expenence regarding returns or credits under price protection or inventory rotation nights McDATA has
been monitoring and tracking distributor seturns and purchasing patierns since 2001 We beheve we have obtaned sufficient
histonical expenence as of the end of the second quarter of fiscal 2004. Therefore, during the third quarter of fiscal 2004 we began
recogmzing distributor revenue at the ume of shipment We esumate the potential for returns in accordance with SFAS 48 and record
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revenues upon shipment 1f all SAB 104 revenue recogmuon cntena have been met. As disclosed in the second quarter 2004 Form 10-
Q, n connection with this change in esumate, we recognized approximately $1 3 milhon of distnbutor revenue which had previously
been deferred. If actual credits received by our partners for returns or price protection and inventory rotation actions were to deviate
significantly from our esumates, which are based on historical expenence, our revenue could be adversely affected.

Inventory Reserves

We value our inventory at the lower of cost or net realizable values We regularly review inventory on hand and record a
provision for excess and obsolete mnventory based upon assumptions about current and future demand for our products, the current
market conditions, new product introductions, new technologies and the current hife cycle of our products. Adverse changes in these
factors and our assumpuions could result in an increase in the amount of excess and obsolete inventory on hand and increase our cost

of revenue.

Addiuonally, we have certan purchase commitments with our Contract Manufacturers that are non-cancelable. We may be
lable for materials that our third-party manufacturers purchase on our behalf if our actual requirements do not meet or exceed our
forecasts and those materials cannot be redirected to other uses by the Contract Manufacturers. We evaluate these open purchase
orders 1n hight of our current inventory on hand, expected demand, market conditions and new product introductions. Based on this
information, we record purchase obligations for inventory we believe 1s excess or obsolete and cannot be redirected to other uses by
our contract manufacturers. At October 31, 2004, the Company’s commitment with our Contract Manufacturers for purchases over
the next sixty days totaled $62.7 million, of which we had recorded reserves of $6 6 mullion. Adverse changes 1n our and our contract
manufacturers’ calculations and assumpuons concerning these purchase commitments may result 1n an increase to our vendor

obligauons and increase our cost of revenue .

Warranty Provision

We also provide for esumated expenses for warranty obligations as revenuve 1s recogmzed These estimates are based pnmarily
on our histoncal experience with product falures, cost to repair and known 1dennfied product quality issues. Our historical warranty
claims has been 1mmatenal with actual warranty clasms representing less than 1% of our annual cost of sales Future matenal changes
1 our product and component quahty or sigmficant increases in our warranty repair and replacement cost could require revisions to
the esumated warranty Liability and could sigmficantly increase our product costs, cause significant custorner relatons problems and
reduce revenue. Where possible, we recover any warranty costs related to component quality through warranties we receive from our

contract manufacturers and component suppliers.

Income Taxes

Sigmficant management judgment is required in determining the provision for income taxes, deferred tax assets and liabilities
and any valuauon allowance recorded aganst deferred tax assets We are required to estimate our income taxes n each junsdiction
where we operate This process involves esumating our actual current mcome tax expense together with assessing temporary
differences resulting from the diffesent reatment of 1tems for income tax and accounting purposes such as the timing of revenue
recogmuon and accrued expenses, depreciation methods, reserve accounts, and research and development costs.

These differences result 1n deferred tax assets and habilites, which are included in our consolidated balance sheet net of any
valuation allowance. In evaluating the need for a valuation allowance, we assessed the likelhood that our net deferred tax assets will
be recovered from future taxable income We have considered past tax return and financial statement operating losses, cumulative
losses for financial accounting in recent years, estimated future taxable income and our ongoing prudent and feasible tax planning
strategies as factors that affect the need for a valuauon allowance After considenng all available evidence, both posiuve and
negative, management concluded, after applying the provisions of SFAS 109, that 1t1s more likely than not that we will not be able to
realize our deferred tax assets in the future. Therefore, a full valuauon allowance has been provided against those deferred tax assets.
The portion relaung to the acquisiions of Nishan and Sanera 1n 2003, was apphed as an increase to the basis of other assets from the

acquired companes.

We are subject to audit by federal, state and foreign 1ax authoriies. These audits may result in additional tax liabilities We
account for such contingent habilities in accordance with SFAS No 5, Accounuing for Contingencies, and beheve that we have
appropniately provided for taxes for all years. Several factors dnve the calculation of our tax reserves including (i) the expiration of
statutes of hmtations, (11) changes 1n tax law and regulations, and (ii1) setlements with tax authonities. The occurrence of any of these
events may result in adjustments to our reserves that could impact our reported financial results.

A
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Valuation of Long-Lived Assels Including Goodwill and Purchased Intangible Assets

We have performed and will perform an annual impairment test for goodwill in accordance with Statement of Financial
Accounung Standards (SFAS) No 142, Goodwill and Other Intangible Assets, (SFAS 142). This review is based on a comparison of
the carrying value of our net assets including goodwill balances to the fair value of our net assets using the quoted market price of our
common stock We performed the 2004 impairment test during our first fiscal quarter and determined that no impairment loss should
be recogmzed. In the event that business conditions change and our market value were to drop significantly below year-end levels,
future tests may result in a need to record a loss due to write down of the value of goodwill At October 31, 2004, goodwili recorded

in the consolidated balance sheet totaled $78.7 milhion.

We currently operate our business as a single solutions business and do not maintain separate cash flows or operating margins
on a segmented level Future operaung losses, detenioration of our business or segmentation of our operations in the future could also
lead to impairment adjustments as such 1ssues are 1denufied. '

Capualized Software Development Costs ’

We capitahze certain software development costs n accordance with SFAS No 86, Accounting for the Costs of Computer
Software 1o Be Sold, Leased, or Otherwise Marketed (SFAS 86). Under SFAS 86, costs incurred to develop a computer software
product are charged to research and development expenses as incurred unul technological feasibility has been established. We
establish technological feasibiity upon completion of a detailed program design of working model from which point all research and
development costs for that project are capitalized unul the product 1s available for general release to customers. The establishment of
techhological feasibility and the ongoing assessment of recoverability of capiahzed software development costs require considerable
judgment by management with respect to certain external factors, including, but not limited to, anticipated future revenues, estimated

economic life of the products, or both .

Sales Commussion Estimates

Our sales approach 1s focused on an indirect model executed primarily through OEMs and rescllers. Our field sales and service
personnel support these distnbution channels using a direct-assist model and are commissioned based on sales results achieved during
the reporung penod. Because specific sales data used to calculate these commissions 15 not always available at the ume our financial
results are released, we routinely make certain esimates based on known revenue aclievement, historical experience and assumptions
regarding individual sales contnbutions Changes to these assumptions and estimates could cause revisions to our sales commission
Labilives and result in variauions between esumated Liabiliues and actual payments.

Restructuring Charges :

We monitor and regularly evaluate our organization structure and associated operating expenses Depending on events and
circumstances, we may decide 10 restructure our operaons 1o reduce future operating costs In determining the restructuring charges,
we analyze our future operaing requirements, including the required headcount by functions and facility space require}nents Our
restructuring costs, and any resulung accruals, nvolve sigmficant estumates made by management using the best information
avalable at the ume the esumates are made, some of which may be provided by third parties. In recording facilities lease loss
reserves, we make varous assumpuons, mmcluding the ume peniod over which the facibues will be vacant, expected sublease terms,
expected sublease rates, anticipated future operating expenses, and expected future use of the facilities. Our estimates involve a
number of risks and uncertainties, some of which are beyond our control, including future real estate market conditions and our ability
to successfully enter into subleases or Jease termination agreements with terms as favorable as those assumed when arriving at our
estimates. We regularly evaluate a number of factors to determine the appropriateness and reasonableness of our restructuring and
Jease commitment accruals including the various assumptions noted above. I actual results differ significantly from our estimates, we
may be required to adjust our restructuring accruals n the future

Risk Factors
Risks Relating to Our Business
Changing market conditions and increased competitive risks.

The market for our multi-protocol storage area networking (SAN) products and solutions has grown and will continue to become
more competitive with (a) the entrance of new competitors from the 1P based switching market 1nto our market, (b) pricing pressures
resulting from this increase 1 compeuuve SAN networking products and soluuons, (c) challenges to our direct-assist sales model
with distribution through channels when our competitors engage end-user cuslomers direcily or otherwise have the ability to drive
end-user customer preference for SAN equipment through their waditional 1P networking presence and relationships, and (d)
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anucipated competition from our Own storage OEM partners through their recent acquisitions of, or alliances with, competitive
sofiware management products and/or applicaion providers that would uulize the intelligence in the network. As a result of these
market changes, we anticipate continued lengthened sales cycles and price erosion 1n an environment where storage OEM
certification of our products may sull be required for end-user customer acceptance Given our direct-assist sales model with
distribution through our channel partners, we are highly dependent upon our channel partners’ relationships with end-user customers
to promote the value of our products. If our channel partners do not promote the value of our products or competitors begin to control
end-user customer preference, we may lose sales 1n key enterpnise accounts that would materially adversely affect our revenues.

New competitors have entered this market and we may not be able to successfully compete against existing or potential
competitors. "

The market for our multi-protocol SAN switching and routing hardware and software products is highly compeutive, especially
with the entrance of competitors from the IP based switch market Our competitors are providing of plan to provide SAN switching
hardware and software that 1s mulu-protocol capable (such as Fibre Channel over 1P (FCIP), SCS1 over Internet 1SCSI), Internet
Fibre Channel (FCP) and InfimiBand) Our compennors in the this market include Brocade, CNT, Cisco, QLogic Corp., Emulex
Corporation (which acquired Vixel Corporauon), Broadcom Corporation (which acquired the assets of Gadzoox Networks), Ventas
Software Corporation, Fujitsu Softech and others, ncluding storage hardware device providers Given Cisco’s entrance into the SAN
switching and routing market, other IP based switching companies such as Juniper, Exueme, Foundry and others may enter the
market for mulu-protocol SAN products Many of our compeutors and potential competitors have longer operating lustories, greater
name recognition, access 1o larger customer bases, more established distribution channels and substantially greater financial and
managenal resources than McDATA Given the highly competiive market, we anticipate continued lengthened sales cycles and
continued downward pricing pressures. To be compentive, we may have to substanually increase headcount 1n our direct-assist sales
model and migrate to a direct end-user customer touch and possibly to direct sales, which we may not be able to do successfully and
which, 1n any case, will increase expenses Continued or increased competiton could result in pncing pressures, reduced sales,
reduced margns, reduced profits, reduced market share, further elongating of sales cycles, or the failure of our products to achieve or
maintain market acceptance.

We incurred a substantial loss for the nine months ended October 31, 2004 and for the fiscal years ended January 31, 2004
and December 31, 2002, and may not be profitable in the future.

Our future operating results will depend on many factors, including the growth of the multi-protocol (Fibre Channel and 1P)
market, market acceptance of new products we introduce, demand for our products, levels of product and price competition and our
reaching and maintaining targeted costs for our products In addition, we expect to mcur continued significant product development,
sales and marketing, and general and administrative expenses We cannot provide assurance that we will generate sufficient revenue
to achieve or sustain profitability.

The prices and gross margins of our products may decline, which would rcduce our revenues and profitability.

In response to changes 1 product mix, competiive pricing pressures, increased sales discounts, introductions of new
compettive products, product enhancements by our compettors, increases i manufactunng or labor costs or other operating
expenses, we may expenence declhines in prices, gross margins and profitability. To majntain OUr gross margins we must maintain or
increase current shipment volumes, develop and introduce new products and product enhancements and reduce the costs to produce
our products. Moreover, most of our expenses are fixed in the short-term or incurred in advance of receipt of corresponding revenue.
As a result, we may not be able to decrease our spending to offset any unexpected shortfall in revenues If this occurs, we could incur
losses, and our revenue, ross margins and operating results may be below our expectations and those of investors and stock market
analysts.

We depend on two key distribution relationships for most of our revenue and the loss of either of them could significantly
reduce our revenues.

We depend on EMC and 1BM, for a significant portion of our total revenue Sales to EMC and 1BM represented approximately
49% and 23%, respecuvely, of our revenue for the three months ended October 31, 2004 and 47% and 25% respectively, for the nine
months ended October 31, 2004. We annicipate that our future operating results will continue to depend heavily on sales 10 EMC and
IBM. EMC and 1BM resell products offered by our competitors, and nothing restricts EMC and 1BM from expanding those
relationships n a manner that could be adverse to us. Therefore, the loss of esther EMC or 1BM as a customer, or a significant
reduction 1n sales 1o exther EMC or IBM could sigmificantly reduce our revenue While we are aware that Dell sources some of our

switch product through EMC, 1t is unclear whether this mstigates our dependency on EMC Our product sales agreements with sales
partners do not provide for the purchase of a guaranteed m:bimum amount of product.
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Our business may be subject to seasonal fluctuations and uneven sales patterns in the future.

Many of our OEM partners expenence seasonality and uneven sales patterns in their businesses For example, some of our
partners close a disproportionate percentage of their sales transactions in the last month, weeks and days of each quarter; and other
partners expenence increased sales duning the fourth calendar quarter of each year. ’

Our uneven sales pattern makes 1t difficult for our management 10 predict near-term demand and adjust manufacturing capacity.
Further, our OEM and reseller partners may purchase certan of our products ahead of end-user customer demand, which could reduce
subsequent purchases by those partners Accordingly, 1f orders for our products vary substantially from the predicted demand, our
ability to assemble, test and ship orders received 1n the last weeks and days of each quarter may be limited, which could seriously
harm quarterly revenue or earnings Moreover, an unexpected dechine in revenue without a corresponding and umely reduction in
expenses could intensify the impact of these factors on our business, financial condition and results of operations.

Factors that affect us and which could cause our revenue and operating results to vary in future periods include:

. the size, tming, terms and fluctuavons of customer orders, particularly large orders from EMC, IBM or HDS;

. pricing discussions late 1n a quarter and a linuted capabality to ramp shipments near the end of that quarter;

. our ability to attain and maintain market acceptance of our products;

. seasonal fluctuations in customer buying patterns;

«  the timung of the introducuon of or enhancement to, products by us, our sigmficant OEM or reseller customers or our
compeutors (€ 8,

transition to higher speed, higher port density and mult-protocol products);

«  our ability to obtain sufficient supphes of single- or imited-source components of our products; and

. increased operaung expenses, parucularly mn connection with our strategies to increase customer touch and purchase
preference for our products or to invest in research and development.

We currently have limited product offerings and must successfully introduce new products and product enhancements that
respond to rapid technological changes and evolving industry standards.

For the three months ended October 31, 2004, we denved a sigmficant poruion of our revenue from sales of our director-class
Intrepid™ switch products. We expect that revenue from our director-class Intrepid™ switch products will continue to account fora
substantial portion of our revenue for the foreseeable future Factors such as performance, market positioning, the availability and
price of competing products, the introduction of new technologies and the success of our OEM, reseller and systems integrator
customers will affect the market acceptance of our products Therefore, conunued market acceptance of these products and their
successor products, along with our Sphereon™ switches and Echipse® routers, are cntical to our future success.

In addition, our future success depends upon our ability to address the changing needs of customers and to transition to new
technologies and industry standards The introducton of compeung products embodying new technologies or the emergence of new
industry standards could render our products non-competitive, obsolete or unmarketable and seriously harm our market share, revenue
and gross margin. Rusks \nherent in transitions to new technology, industry standards and new protocols include the mabihity to
expand production capacity 10 meet demand for new products, write-downs of our existing inventory due to obsolescence, the impact
of customer demand for new products or products being replaced, and delays in the introduction or iitial shapment of new products.
There can be no assurance that we will successfully manage these transitions.

We are currently developing products that contain untested devices and subassemblies. As with any development, there are
inherent nisks should such devices or subassemblies require redesign or rework In particular, 1n conjunction with the transition of our
products from fibre channel to mulu-protocel, 2 Gb to 4Gb to 10 Gb transmission speed technology, higher port densites, and
advanced management capabilities, we will be 1ntroducing products with new features and functionality, such as our next generation

director-class switch product, the Imrepldm 10000 Director We face nsks relaung to this product transition, including nisks relating to
the quahficauon of such products by our storage and system OEMs, forecasting of demand, as well as possible product and software
defects and a potentially different sales and support environment due to the complexity of these new systems. Finally, if we fail to
inoduce new products umely, or 10 add new features and functions to exising products 10 compete against new entrants 1n the

market, or if there is no demand

for these or our current products, our business could be seriously harmed.
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Risks related to recent acquisitions.

In September 2003, we closed our acquisitions of Nishan Systems, Inc (Nishan) and Sanera Systems, Inc. (Sanera) While
management believes that such acquisitions are an integral part of their long-term strategy, there are risks and uncertainties related to
acquinng companies that have hmited or no product sales to date. Our success depends upon integrating Nishan and Sanera with
MCcDATA, finahzing the development of such products, retaimng cnitical employees from the acquired companies, qualifying such
products with our OEM and reseller partners and ramping sales of those products with such partners.

Our business is subject to risks from global operations.

We conduct significant marketing, pre-sales assistance and customer SUpport Operauons countries outside of the Umted States
and also depend on non-U.S operations of our contract manufacturers, and our distuibution partners. Further, we utilize an India-
based firm to provide certain software engineering services, and our virtualization chip supplier, Aaroh1 Communications, is also
reliant on offshore engineening We denived approximately 34% of our revenue for the three months ended October 31, 2004, from
customers located outside of the United States We believe that our continued growth and profitability will require us to continue to
expand marketing and selling efforts nternauonally We have himited experience in markeung, distributing and supporting our
products internationally and may not be able to maintain or increase international market demand for our products. In addiuion, our
international operations are generally subject to inherent nsks and challenges that could harm our operating results, including:

. expenses assoctated with developing and customizing our products for foreign countries;

. difficulues in staffing and managing international operations, including rehiance on third parties to manage certain
aspects of our foreign operations, ncluding hub inventory locations;

. muluple, conflicung and changing governmental laws and regulations,

. tanffs, quotas and other import or export restrictions, trade protection measures and other regulatory requirements on
computer penpheral equipment,

. longer sales cycles for our products,

. reduced or imited protections of intellectual property rights,

. adverse tax consequences, including imposition of withholding or other taxes on payments by subsidiaries and
customers;

. comphance with international standards that differ from domestic standards,
. nsks surrounding any product and software outsourcing activities in fofeign countries, and

. pohitical, social and economic instability in a specific country or region

Any negative effects on our international business could harm our business, operating results and financial condition as a whole.
To date, substantially all of our international revenue or costs have been denominated in U S dollars. As a result, an increase 1n the
value of the U.S dollar relative to foreign currencies could make our products more expensive and thus less competinve in foreign
markets A portion of our internanional revenue may be denominated in foreign currencies 1n the future, which will subject us to risks
associated with fluctuations n those foreign currencies.

Unforeseen environmental costs could impact our future net earnings.

Some of our operations use substances regulated under various federal, state and international laws governing the environment,
including those governing the discharge of pollutants into the ar and water, the management and disposal of hazardous substances
and wastes and the cleanup of contaminated sites Certain of our products are subject to vanious federal, state and nternational laws
govermng chemical substances in electromc products We could incur costs, fines and c1vil or criminal sanctions, third-party property
damage or personal ijury claims 1f we were to violate or become hable under environmental laws The ultimate costs under
environmental laws and the timing of these costs are difficult to predict.

The European Union has finalized the Waste Electrical and Electromic Equipment Directive, which makes producers of electrical
goods financially responsible for specified collection, recycling, treatment and disposal of past and future covered products. This
direcuive must now be enacted and implemented by individual European Union governments (such legislation together with the
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directive, the “WEEE Legislauon™), and certain producers are to be financially responsible under the WEEE Legislation beginning 1n
August 2005. In addition, the European Parhament has enacted a requirement for the ehmination or reduction of hazardous substances
(RoHS). This legislation govems the recovery of such substances as mercury, lead, cadmium, and hexavalent cadmium. We are
currently reviewing the applicabihty of WEEE and RoHS Legislation to our electromc products Accordingly, we cannot currently
estimate the extent of increased costs resulung from the WEEE and RoHS Legislation Simular legislation may be enacted in other
geographies, including federal and state legislation in the United States, the cumulative impact of which could be significant costs.

Increased international political instability may decrease customer purchases, increase our costs and disrupt our business.

Increased international political instability as demonstrated by the September 11, 2001 terrorist attacks, disruption in air.
transportation and enhanced secunity measures as a result of the terronist attacks and increasing tension in the Middle East, may hinder
our ability to do business and may increase Our costs Addiuonally, this increased instability may, for example, negatively impact the
capital markets and the reliability and cost of ransportation and adversely affect our ability to obtain adequate insurance at reasonable
rates or Tequire us 1o 1ncur costs for extra secunty precautions for our operations In addition, to the extent that air transportation 1s
delayed or disrupted, the operations of our contract manufacturers and supphers may be disrupted, particularly if shipments of
components and raw matenals are delayed If this international pohtical instability conunues or increases, our business and results of
operations could be sertously harmed and we may not be able to obtain financing in the capital markets

If we lose key personnel or if we are unable to hire additional qualified personnel, we may not be successful.

Our success depends to a sigmificant degree upon the continued contnbutions of our key management, technical, sales and
marketing, finance and operations personnel, many of whom would be difficult to replace In particular, we believe that our future
success 15 highly dependent on our senior executive tcam In the past we have experienced high tumover in our senjor executive team.

In addition, our engineenng and product development teams are criical 1n developing our products and have developed
important relanonships with customers and their techmcal staffs The loss of any of these key personnel, including our senior sales
staff, could harm our operations and customer relavonships We do not have key person life insurance on any of our key personnel
Given our recent acquisitions of Nishan and Sanera, a large percentage of our engineenng development team is now located
Califorma, 1s new to the Company and may not operate as efficiendy dunng the ransition peried In January 2004, we announced a
9% reduction in-force (R1F) of our employee base and we have closed down our Canadian engineering operations.

We believe our future success will also depend 1n large part upon our ability to atract and retan highly-skilled managerial,
engineenng, sales and marketing, and finance and operauions personnel If we increase our production and sales levels, we will need
10 attract and retain additional qualified skilled workers for our operations In the Jast year, there has been an increasing demand for
such personnel by companies, SOme of which are larger and have greater resources to attract and retain highly qualified personnel We
cannot assure you that we will continue 10 be able to atrract and retain qualified personnel, or that delays in hinng required personnel,
partcularly engineers, will not delay the development or inroduction of products or matenally adversely impact our abihty to sell our

products.

)
Risks related to internal controls.

Public companies in the United States are required to review their internal controls under the Sarbanes-Oxley Act of 2002. It
should be noted that any system of controls, however well-designed and operated, can provide only reasonable, and not absolute,
assurance that the objectives of the system are met In addition, the design of any control system 1s based in part upon certain
assumpuons about the Lkelihood of future events Because of these and other inherent hmitauions of control systems, there can be no
assurance that any design will succeed in achieving its stated goals under all potential future conditions, regardless of how remote. If
the 1nternal controls put in place by us are not adequate or in conformity with the requirements of the Sarbanes-Oxley Act of 2002,
and the rules and regulations promulgated by the Secunities and Exchange Commussion, we may be forced to restate our financial
statements and take other actions which will take significant financial and managenal resources, as well as be subject to fines and
other government enforcement actions.

If we are unable to adequately protect our intellectual property, we may not be able to compete effectively.

We rely on a combination of patent, copynght, trademark and trade secret laws and restrictions on disclosure to protect our
intellectual property nghts. We also enter into confidentality and/or license agreements with our employees, consultants and
corporate partners Despite our efforts to protect our propretary rights, unauthorized parties may copy or otherwise obtain and use our
products or technology Monitoring unauthorized use of our products is difficult and we may not be aware that someone is using our
rights without our authorization In addition, the steps we have taken, and those we may take in the future, may not prevent
unauthonzed use of our technology, particularly in foreign countries where the laws may not protect our proprietary rights as fully as
1n the United States We may be a party to intellectual property htigation in the future, either to protect our intellectual property or as
a result of alleged infangements of others’ intellectual property.
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These or other claims and any resulting litigation or arbitrauon could subject us to signuficant costs, liability for damages or
could cause our proprietary rights to be invalidated or deemed unenforceable, which could allow third parties to use our nghts without
reservation. Litigation or arbitration, regardless of the ments of the cJasm or outcome, would likely be time consuming and expensive
to resolve and would divert management time and atiention. Any potential intellectual property higation filed against us could also
force us to do one or more of the following:

. stop using the challenged intellectual property or selling our products or services that incorporate it;

. obtain a license to use the challenged intellectual property or to sell products or services that incorporate 1t, which
license may not be available on reasonable terms, or at all, and

. redesign those products or services that are based on or incorporate the challenged inte}lectual property. .

If we are forced to take any of these actions, we may be unable to manufacture and sell our products, our customer relationships
would be seriously harmed and our revenue would be reduced

In March 1999, we, as an EMC subsidiary, granted IBM a hicense 1o all of our patents under a cross license agreement between
IBM and EMC. Under the terms of that agreement, effective upon EMC’s February 7, 2001 distribution of our Class A common stock
to its stockholders, the sublicense we previously held to those IBM patents terminated We believe that the termination of the
sublicense does not materially affect our business We are not aware of any 1ssued or pending IBM patents that are infringed by our
products, but if IBM were to allege any such infringement, and we were unable 1o negotiate a settlement with IBM, our ability to
produce the alleged infringing product could be affected, which could matenally and agdversely affect our business

If we fail to optimize our distribution channels and manage our distribution relationships, our revenue or operating results
could be significantly reduced. Our competitors may sell their products directly to énd-user customers.

Our success will depend on our continuing ability to develop and manage relatonships with significant OEMs, resellers and
systems integrators, as well as on the sales efforts and success of these customers We cannot provide assurance that we will be able
to expand our distribution channels or manage our distribution relationships successfully or that our customers will market our
products effecuvely Our failure to expand our distnbution channels or manage successfully our distnbution relationships or the
failure of our OEM and reseller customers to sell our products could reduce our revenue and operaung results. Moreover, to the extent
our compeutors sell directly to end-user customers, we may not be able 1o compete given the lack of a direct sales force and the
current inability to directly provide first and second level customer support If this occurs, we may need to substantially invest n a
direct sales force and direct customer support which would increase our expenses.

We are dependent on a single or limited number of suppliers for certain key components of our products, and the failure of
any of those suppliers to mcet our production needs could seriously harm our ability to manufacture our products, result in
delays in the delivery of our products and harm our revenue.

We currently purchase several key components from single or hmited sources. We purchase application specific integrated
circuits (ASICs), special purpose processors and power supphes from single sources, and gigabit interface converters and optic
rransceivers from limited sources Additional sole or mited sourced components may be incorporated 1nto our products 1n the future.
Delays in the delivery of components for our products could result in delays or the mability to meet our customers’ demands and
result in decreased revenue We do not have any long-term supply contracis 1o ensure sources of supply of components. In addition,
our supphers may enter into exclusive arrangements with our competitors, stop seling their products or components to us at
commercially reasonable prices or refuse to sell their products or components to us at any price, which could harm our operating
results. Further, we have purchased components from our suppliers from time to tme that have been subsequently found not to meet
the supplier’s published specifications If our suppliers are unzble to provide (or we are unable otherwise to obtam) components for
our products on the schedule and 1n the quantities and quality we require, we will be unable 1o manufacture our products We have
experienced and may conunue to experience production delays and quahity control problems with certain of our suppliers (including
our optics suppliers), which, if not effecuvely managed, could prevent us from sausfying our production requirements. If we fail to
effectively manage our relationships with these key supphers, or if our supphers experience delays, disruptions, capacity constraints
or quality control problems 1n therr manufacturing operations, our ability 1o manufacture and ship products to our customers could be
delayed, and our compeniuve position, reputation, business, financial condition and results of operations could be seriously harmed.
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The loss of our contract manufacturers, or the failure to forecast demand accuratcly for our products or to manage our
relationship with our contract manufacturers successfully, would negatively impact our ability to manufacture and sell our

products.

We rely on Sanmina SCI, Inc (SSCI), Solectron Corporation, Pycon Incorporated, 1BM and LSI Logic, together our contract
manufacturers, 1o manufacture our products Our contract manufacturers are not obligated to supply products to us for any specific
period, or 1n any specific quantity, except as may be provided in a particular purchase order In addition, our contract manufacturers
do not guarantee that adequate capacity will be available to us within the ime required to meet additional demand for our products.
We generally place forecasts for products with our contract manufacturers approximately four to five months prior to the anticipated
dehvery date, with order volumes based on forecasts of demand for our products We generally place purchase orders ninety calendar
days 1n advance of dehvery. If we fail to forecast demand for our products accurately, we may be unable to obtain adequate
manufacturing capacity from our contract manufacturers to meet our customers’ dehvery requirements or unexpected increases 1n
customer purchase orders As a result, we may not be able to benefit from any incremental demand and could lose customers. If we
over-estimate demand for our product, we may accumulate excess mventories and obligations 1o our contract manufacturers under
binding purchase orders 1n excess of our needs At October 31, 2004, our commitment with our contract manufacturers for purchases
and anticipated transformation costs over the next sixty days totaled approximately $62.7 milhon.

In addiion, we coordinate our efforts with those of our component supphers and contract manufacturers in order to rapidly
achieve volume production We have experienced and may continue 10 expenience production delays and quality control problems
with.certain of our supphers and with our contract manufacturers, which, if not effectively managed, could prevent us from sausfying
our production requirements on a timely basis and could harm our customer relauvonships If we should fail to manage effecuvely our
relationships with our component suppliers or contract manufacturers, or if any of our supplers or our manufacturers experience
delays, disruptions, capacity constraints or quahty control problems in their manufactuning operations, our ability to ship products to
our customers could be delayed, and our compeutive position and reputation could be harmed. Qualifying a new contract
manufacturer and commencing volume production can be expensive and tme consuming 1f we are required to change or choose to
change contract manufacturers, we may lose significant revenue and seriously damage our customer relationships.

The continued general economic slowdown and potential international slowdowns may significantly reduce expenditures on
information technology infrastructure.

Unfavorable general economic condiions over the last several years have had a pronounced negative impact on information
technology, or IT, spending Demand for SAN products in the enterprise-class sector may continue to be adversely impacted as a
result of a weakened economy and because Jarger businesses have begun to focus on more efficiently using their existing IT
infrastructure rather than making new equipment purchases 1f there are further reducuions in either domesuc or international IT
expenditure, or if IT expenditure does not increase as anucipated from current levels, our revenues, operating results and financial
condition may be matenially adversely affected.

Failure to manage expansion cffectively could serjously harm our business, financial condition and prospects.

Our ability 10 successfully implement our business plan, develop and offer products, and manage expansion in a rapidly
evolving market requires a comprehensive and effecuve planning and management process. We continue to increase the scope of our
operations domestically and internationally In additon, in September 2003, we acquired Sanera and Nishan which sigmficandy
increased the size of our operations Our growth 1n business and relationships with customers and other third parties has placed, and
will continue to place, a significant strain on management systems, resources, intercompany communication and coordination. As we
grow, our failure to maintain and (0 CORUINUE 10 1Mprove upon our operational, managenal and financial controls, reporting systems,
processes and procedures, and /or our failure to continue to expand, train, and manage our work force worldwide, could seriously
harm our business and financial results

1f we fail to successfully develop the McDATA brand, our revenue may not grow.

Our name 1s not widely recognized as a brand in the marketplace given our indirect sales model. We beheve that establishing
and maintaining the McDATA brand is a cntical component in maintaining and developing strategic OEM, reseller and systems
integrator relationships, and the importance of brand recognition will increase as the number of vendors of competitive products
increases. Our failure to successfully develop our brand may prevent us from expanding our business and growing our revenue.
Similarly, if we incur excessive expenses in an attempt to promote and maintain the McDATA brand, our business, financial
condition and results of operations could be senously harmed
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Undetected software or hardware defects in our products could result in loss of or delay in market acceptance of our products
and could increase our costs or reduce our revenue.

Our products may contain undetected software or hardware errors when first introduced or when new versions are released. Our
products are complex, and we have from time to tme detected errors in existng products. In addition, our products are combined with
products from other vendors. As a result, should problems occur, it might be difficult to idenufy the source of the problem. These
errors could result in a loss of or delay in market acceptance of our products, cause delays in dehivering our products or meeting
customer demands and would increase our costs, reduce our revenue and cause sigmficant customer relations problems Errors could
also result 1n the need for us to upgrade existing products at customer Jocations which would increase our costs or cause sigmficant

customer relations problems.

We are a defendant in a class action Jawsuit and we may be subject to further litigation in the future which could seriously
harm our business.

As more fully set forth in Note 15 to our Condensed Consohdated Financial Statements, we are a defendant in a consolidated
securities class action know as In Re Ininal Public Offering Securines Lingation (SDNY). We may become subject to addituonal class
action htigation following a penod of volaulity in the market price of our common stock. Secunties class action liigation results in
substantial costs and diverts the atlention of management and our resources and senously harms our business, financial condition and

results of operations.
The sales cycle for our products is long, and we may incur substantial non-recoverable expenses and devote significant
resources to prospects that do not produce revenues in the foreseeable future or at all.

Our OEMs, reseller and systems integrator customers typically conduct significant evaluation, testing, implementation and
acceptance procedures before they begin to market and sell new solutions that mclude our products. This evaluation process is lengthy
and may extend up Lo one year or more This process 1s complex and may require significant sales, marketing and management efforts
on our part. This process becomes more complex as we ssmultaneously qualify ous products with muluple customers. As a result, we
may expend sigmificant resources o develop customer relationships before we recognize revenue, if any, from these relationships
Products that are not qualified by storage and system OEMs and resellers, may not gain market acceptance. Our OEM and reseller
customers have muluple sources for products simalar 10 ours, and as such, may not qualfy our products for any number of reasons

We may engage in future acquisitions that dilute our stockholders’ ownership and cause us 1o use cash, incur debt or assume
contingent liabilities.

As pant of our strategy, from ume to time we expect (o review opportunities o buy other businesses or technologies that would
complement our currént products, expand the breadth of our markets or enhance our techmical capabilities, or that may otherwise offer
growth opportumities We may buy businesses, products or technologies n the future In the event of any future purchases, we could:

. 1ssue stock that would dilute our current stockholders’ percentage ownership,
. use cash, which may result n a reduction of our liquadaty,
. incur debt, or

. assume lhiabilines

These purchases also involve numerous risks, ncluding
. problems combining and integrating the purchased operations, technologies, personnel or products;
e unanticipated costs;
«  diversion of management’s attention from our core business;
. adverse effects on existing business relationships with suppliers and customers,
. nsks associated with entering markets in which we have no or imited prior expenence; and

+  potennal loss of key employees of acquired organizauions.
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We may not be able to successfully integrate any businesses, products, technologies or personnel that we might acquire in the
future. In addiuon, technology acquisitions of start-up companies could result in one-ume charges related to acqulsmon costs,
severance costs, employee retention costs and m-process research and development.

We may require, or could elect, to seck additional funding.

Our future capital requirements will depend on many factors, including our rate of revenue growth, the timing and extent of
spending to support development of new products and expansion of sales and marketing, the timing of new product introductions and
enhancements to existing products, any acquisitions of businesses, and market acceptance of our products. With changes in operating
and industry expectations, we could require, or could elect, to seek addivonal funding including accessmg the equity and debt
markets.

If we become subject to unfair hiring claims, we could incur substantial costs in defending ourselves.

Companies 1n our industry whose employees accept positions with competitors frequently claim that their competitors have
engaged 1n unfair hinng practices or that employees have misappropnated confidenual informauon or trade secrets. Because we ofien
seek 10 hire individuals with relevant expenience 1n our industry, we may be subject to claims of this kind or other claims relating to
our employees in the future We could incur substanual costs in defending ourselves or our employees against such claims, regardless
of therr ments In addition, defending ourselves or our employees from such claims could divert the attention of our management
away from our operations

Our products must comply with governmental regulation.

.In the United States, our products comply with various regulations and standards defined by the Federal Communications
Commussion and Underwniters Laboratones. Internationally, products that we develop will be required to comply with standards
estabhished by authoniues 1n vanious countries In the last several years, the European Union (EU) has adopted a number of initiatives
(WEEE, RoHS, etc ) related to equipment emissions, electronic waste, privacy of informaton and expanded consumer warranties.
Failure to comply with existing or evolving industry standards or to obtain umely domestic or foreign regulatory approvals or
certificates could seriously harm our business.

Provisions in our charter documents, our rights agreement and Delaware law could prevent or delay a change in control of
McDATA and may reduce the market price of our common stock.

Provisions of our ceruficate of incorporation, by-laws and rights agreement may discourage, delay or prevent a merger,
acquisttion or other business combination that a stockholder may consider favorable. These provisions include:

. authonzing the 1ssuance of preferred stock without stockholder approval;

. providing for a classified board of directors with staggered three year terms,
. limiung the persons who may call special meetings of stockholders;

. requinng super-majority voung for stockholder action by written consent,

. establishing advance notice requirements for nominations for election to the board of directors and for proposing other
matters that can be acted on by stockholders at stockholder meetings;

. prohibiung cumulauve voting for the election of directors,

»  requiring super-majority voung to effect certain amendments to our ceruficate of incorporation and by-laws; and

. requinng paruies to request board approval prior to acquinng 15% or more of the voting power of our common stock to
avoid economic and voting dilution of their stock holdings.

We are incorporated in Delaware and certain provisions of Delaware law may also discourage, delay or prevent someone from
acquinng or merging with us, which may cause the market pnce of our common stock to dechine

Our stock price is volatile.

The market price of our common stock has been volatile Because we are a technology company, the market price of our
common stock 1s usually subject to similar volatlity and fluctuations that occur in our sector and to our competitors. This volatility 1s
often unrelated or disproporuionate to the operating performance of our company and, as a result, the price of our common stock could
fall regardless of our performance.
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Risks Related to Our Relationship With EMC

We have entered into agreements with EMC that, due to our prior parent-subsidiary relationship, may contain terms less
beneficial to us than if they had been negotiated with unaffiliated third parties.

In October 1997, and in connection with the reorgamzation of our business, we entered into certain agreements with EMC
relating to our business relationship with EMC In addition, we have entered into agreements with EMC relating to our relationship
with EMC after the completion of our miual public offening in August 2000 and the distnbuuion by EMC of our Class A common
stock mn February 2001 We have also entered into an OEM Purchase and License Agreement with EMC that governs EMC’s
purchases of our products and grants EMC rights to use, support and distribute software for use 1n connection with these products.
The agreement does not provide for the purchase of a guaranteed minimum amount of product These agreements were negotiated and
made in the context of our prior parent-subsidiary relationship As aresult, some of these agreements may have terms and conditions,
including the terms of pricing, that are less beneficial 10 us than agreements negotiated with unaffiliated third parties Sales and
services revenue pursuant to these agreements with EMC represented approximately 49% of our revenue for the three months ended
October 31, 2004 In addition, 1n some instances, our abihty 10 terminate these agreements 1§ himited, which may prevent us from
being able to negotiate more favorable terms with EMC or from entering into similar agreements with third parties.

Provisions of our agreements with EMC relating to our relationship with EMC after the distribution of our Class A common
stock to EMC’s stochholders may prevent a change in control of our company.

Under the terms of the May 2000 Master Confidential Disclosure and License Agreement between EMC and us, EMC has
granted us a license to then exising EMC patents and we granted 10 EMC a license 1o then existing McDATA patents. If we are
acquired, our acquirer will retain this hicense as long as our acquirer grants (o EMC a license under all of the acquirer’s patents for all
products hicensed under the agreement under the same terms as the license we have granted 1o EMC under the agreement The
potential loss of the hicense from EMC under this agreement could decrease our attractiveness as an acquisition target.

We may be obligated to indemnify EMC if the distribution of our Class A common stock to EMC’s stockholders was not tax
free.

The May 2000 Tax Sharing Agreement that we have entered into with EMC obligates us to indemnify EMC for taxes relating to
the failure of EMC’s distribution 10 EMC’s stockholders of our Class A common stock to be tax free if that failure results from,
among other things:

. any act or onussion by us that would cause the distribution to fail to qualify as a tax-free distibution under the Internal
Revenue Code;

. any act or ommission by us that1s inconsistent with any representation made to the Internal Revenue Service n
connection with the request for a private letter ruhng regarding the tax-free nature of the distnibution by EMC of our
Class A common stock indirectly held by 1t to 1ts stockholders,

+  any acqusiuon by a third party of our stock or assets, or
. any 1ssuance by us of stock or any change 1n ownership of our stock.

While the nisk associated with the Company’s obligations under the Tax Sharing Agreement 'should diminish over time, the
Company’s tax years covered by the agreement, as 1t relates to the Disuibution, will remain open 10 examination by the IRS for at
least three years from the date the returns for those years were filed. :

ITEM 3. Quantitative and Qualitative Disclosures about Market Risks

We are exposed to market risk, prnmarily from changes in interest rates, foreign currency exchange rates and credit nisks.

Interest Rate Risk

We earn interest income on both our cash and cash equivalents and our investment portfolio Our investment portfolio consists
of readily marketable investment-grade debt securities of vanous issuers and maturities ranging pnmarily from overnight to three
years. All investments are denominated in U S. dollars and are classified as “available for sale ” These instruments are not Jeveraged,
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and are not held for trading purposes. As interest rates change, the amount of realized and unrealized gain or loss on these securities
will change. The quanttative and qualitauve disclosures about market nisk are discussed n Jtem 7A —Qualitative and Quantitauve
Disclosure About Market Rusk, contained 1n our Form 10-K for fiscal year 2003

Our convertible subordinated debt 1s subject to a fixed interest rate and the notes are based on a fixed conversion ratio into Class
A common stock In July 2003, the Company entered 1nto an interest-rate swap agreement with a notional amount of $155.3 million
that has the economic effect of modifying the fixed interest obligations associated with the notes so that the interest payable on the
majority of the notes effectively becomes variable based on the six-month London Interbank Offered Rate (LIBOR) minus 152 basis
points If interest rates on this vanable rate debt were 1o increase or decrease, our annual interest expense would increase or decrease
accordingly. This increased or decreased interest expense would be partially offset by the effects of these interest rate changes on our
cash and investment portfolio The notes are not listed on any securiues exchange or included in any automated quotation system,
however, the notes are eligible for trading on the PortalSM Market On December 2, 2004, the approximate bid price per $100 of our
notes was $94 50 and the approximate ask price of our Notes was $95 00, resulting in an aggregate fair value of between $163.0
mullion and $163.9 million Our Class A common stock 1s quoted on the Nasdaq Natonal Market under the symbol, “MCDTA.” On
December 3, 2004, the last reported sale price of our Class A common stock on the Nasdaq National Market was $5.79 per share.

Foreign Currency Exchange Risk

We operate sales and support offices in several countnes. All of our sales contracts have been denominated in U.S. dollars,
therefore our transactions 1n foreign currencies are imited to operating expense wansactions Due to the limited nature and amount of
these transacuons, we do not believe we have had or will have material exposure to foreign currency exchange risk.

Credit Risk

Financial instruments, which potentially subject us to concentrations of credit nsk, consist principally of temporary cash
investments, investments and trade receivables We place our temporary cash investments and investment securities in primanly
investment grade mstruments and imit the amount of mvestment with any one financial instituion We evaluate the credit risk
associated with each of our customers but generally do not require collateral We depend on two customers for most of our total
revenue who compnise a sigmificant portion of our trade receivables and, therefore, expose us to a concentration of credit nsk.

In conjunction with the 1ssuance of our converible subordinated notes, we also entered into share option transactions on our
Class A common stock with Bank of America, N A and /or certain of its affiiates Subject to the movement 1n our Class A common
stock price, we could be exposed to credit nsk ansing out of net settlement of these options mn our favor. Based on our review of the
possible net settlements and the credit strength of Bank of Amenca, N A and 1ts affibates, we have concluded that we do not have a
material exposure 1o credit nisk as a result of these share option transactions

In July 2003, we entered 1nto an interest-rale swap agreement with JPMorgan Chase Bank (JPMorgan). Subject to the movement
in interest rates, we could be exposed 1o credit nsk ansing out of net inierest payments due to us from JPMorgan. Based on our review
of the possible movement 1n interest rates and the credit strength of JPMorgan, we have concluded that we do not have a material
exposure to credit nisk as a result of this interest-rate swap.

ITEM 4. Controls and Procedures

Under the supervision and with the participation of our management, including the Chief Executive Officer and Chief Financial
Officer, we have evaluated the effecuveness of the design and operation of our disclosure controls and procedures pursuant to
Exchange Act Rule 13a-14(c) as of the end of the penod covered by this report Based on that evaluation, the Chief Executive Officer
and Chief Financial Officer have concluded that these disclosure controls and procedures are effective. There were no changes in our
internal control over financial reporung dunng the quarter ended October 31, 2004 that have materially affected, or are reasonably
Likely to matenally affect, our mternal controls over financial reporung

PART II - OTHER INFORMATION

ITEM 1. Legal Proceedings

From time to ume, we become mvolved in vanous lawsuits and legal proceedings that anse in the normal course of business
Litigation 1s subject to inherent nisks and uncertainties and an adverse result in any matter may harm our business, financial condition
or results of operations. In the opimion of management and except as otherwise noted, the ulumate disposition of any of the claims
descnbed herein are not expected to have a material adverse effect on our consolidated resulis of operauons, financial position or cash
flow. Please see Note 15 of the Condensed Consolidated Financial Statements for a descnption of the litigation matters
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1TEMS 2, 3 and S are not applicable and have been omitted.

ITEM 4. Submission of Matters to A Vote of Security Holders

The annual meeting of the Company’s stockholders was held on October 27, 2004. At that meeting, three proposals were
submitted to a vote of the Company’s stockholders Proposal 1 was a proposal to elect three directors, John A. Kelley, Jr., John W,
Gerdelman and Betsy S. Atkins to serve unul the 2007 Annual Meeung of Stockholders Proposal 2 was a proposal to raufy the
appointment of Deloitte & Touche LLP as the Company’s independent public accountants for the fiscal year ending January 31, 2005.
Proposal 3 was a proposal to amend certain provisions of the 2001 McDATA Equity Incentive Plan For further information regarding
the annual meeung, please see the Company's Proxy Statement on Schedule 14A filed with the SEC.

Number of Votes
Abstain/ Broker
Proposal For Against Withhold Non-Votes
Proposal 1 - Election of director: John A. Kelley, Jr. 72,288,332 — 1,739,563 N/A
Proposal 1 - Election of director: John W. Gerdelman 72,463,888 — 1,564,007 N/A
Proposal 1 - Elecuon of director Betsy S. Atkins 69,181,682 — 4,846,212 N/A
Proposal 2 - Raufication of Deloitte & Touche LLP appointment 73,074,640 898,140 55,112 N/A
Proposal 3 - Approval to amend the McDATA 2001 Equity Incentive Plan 33,769,480 9,822,228 232,849 30,203,336

Consequently, all proposals were approved by stockholders Broker non-votes are not counted as votes cast or affect the
outcome of Proposal 3.

ITEM 6. Exhibits
(a) Exhibus filed for the Company through the filing of this Form 10-Q

10 14.2+ 1BM OEM Purchase Agreement
10.19.6+ New Headquarters Office Lease Agreement

1020.2 Amended and Restated Executive Severance Agreement

311 Section'302 Certification of Principal Executive Officer

31.2 Section 302 Ceruification of Principal Financial Officer

32 Section 906 Certifications of Principal Executive Officer and Pnncipal Financial Officer

+ Portions of these Exhibsts have been omitted and filed separately with the SEC pursuant to an order or a request for confidential
treatment. :
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SIGNATURE

Pursuant to the requirements of the Secunues Exchange Act of 1934, the Registrant has duly caused this report to be signed on
its behalf by the undersigned thereunto duty authonized.

McDATA CORPORATION

By: /s ERNEST J. SAMPIAS

Emest J Sampias
Senior Vice President of Finance and
Chief Financial Officer
December 6, 2004
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Management Biographies



Jean M. Becker, Senior Vice President of Engineering

Jean M. Becker has been the Senior Vice President of Engineering since December 2002. Just
prior to joining McDATA, Ms. Becker was President of Qwest Solutions from July 2001 and
Senior Vice President of Qwest National xDSL/Broadband Deployment from July 2000. Prior to
Qwest, Ms. Becker held the Chief Technology Officer and Senior Vice President, Vice President
of Network Planning and other senior management positions with U S WEST since 1988. Ms.
Becker earned a Masters of Business and Administration degree in 1992 from Portland State
University and earned a Bachelor of Science degree in electrical engineering in 1988 from
Portland State University. Ms. Becker also serves on the board of directors of Aarohi
Communications, Inc.

Robert F. Finley, Vice President of Manufacturing

Robert F. Finley has been the Vice President of Manufacturing since June 2001. Prior to joining
McDATA, he served as Vice President, Business Programs Management--Global Accounts at
SMTC Corp. from December 1996 to May 2001. Prior to joining McDATA, Mr. Finley held
several positions at SMTC including Director of Materials, MIS, Document Control, Component
Engineering and Supplier Quality Assurance and Director of Manufacturing Operations from
February 1991 to December 1996. In addition, Mr. Finley worked for McDATA from 1987 to
1990 as a manager of quality assurance, reliability engineering and mechanical procurement and
a manager of turnkey operations. Mr. Finley holds a Bachelor of Science degree in electronics
engineering technology from Arizona State University.

Gary M. Gysin, Senior Vice President of World Wide Sales and Services

Gary M. Gysin, has been the Senior Vice President of World Wide Sales and Services since
January 2004. Mr. Gysin joined McDATA in December 2002 as Vice President and General
Manager of Software. Prior to joining McDATA, Mr. Gysin was Senior Vice President of
products at Volera from February 2000 to November 2002, where he drove development of
strategic direction, and Sales and Marketing activities. Additionally, Mr. Gysin has shown strong
success in previous sales leaderships roles at growth companies, and has a wide range of sales
leadership experience including previous vice president of sales positions, territory management,
compensation organization, and routes-to-market development. Mr. Gysin received his Bachelor
of Arts degree in Economics in 1992 from the Umversity of California at Santa Cruz.

John A. Kelley, Jr., Chief Executive Officer and Chairman of the Board of Directors

John A. Kelley, Jr. has been Chairman of the Board of Directors since February 2004, President
and Chief Executive Officer since August 2002 and was President and Chief Operating Officer
from August 2001 to August 2002. Prior to joining McDATA, Mr. Kelley was Executive Vice
President for Qwest Communications International Inc , or Qwest, from July 2000 to January
2001. Prior to the acquisition of US WEST by Qwest, he was Executive Vice President for U S
WEST from April 1995 to June 2000. Prior to his employment at US WEST, Mr. Kelley was in
key senior leadership positions at Mead Corporation from 1991 to 1995. Mr. Kelley received his
Bachelor of Science degree in business from the University of Missouri, St Louis. He serves on
the board of directors of Polycom, Inc. and Captaris, Inc., and is also Vice Chairman of the



National INROADS Board, a not-for-profit mentoring program and a board member of the
Women's Vision Foundation and Tie-Rockies.

Thomas O. McGimpsey, General Counsel and Vice President of Business Development

Thomas O. McGimpsey is General Counsel and Vice President of Business Development. In
2002, Mr. McGimpsey also held the position of Vice President of Corporate Development. Mr.
McGimpsey is responsible for managing all internal and external legal efforts, corporate
governance matters, business development, mergers and acquisition activities, hardware and
software purchase/licensing contracts, and the internationalization efforts for the company. Prior
to joining McDATA in June 2000, Mr. McGimpsey was the Senior Corporate and Securities
Attorney at U S WEST, Inc. and U S WEST Communications, Inc. from 1998 until U S WEST's
merger with Qwest in June 2000. From 1991 to 1998, Mr. McGimpsey was in private practice at
national law firms. From 1984 to 1988, Mr. McGimpsey was a Senior Engineer for Software
Technology, Inc. Mr. McGimpsey received his Juris Doctor degree from the University of
Colorado in 1991 and his Bachelor of Science degree in Computer Science (with a minor in
electrical and microprocessor systems) from Embry-Riddle Aeronautical University in 1984.

Karen L. Niparko, Vice President of Human Resources

Karen L. Niparko has been Vice President of Human Resources since January 2004, Vice
President of Business Operations since October 2002 and prior thereto was Vice President of
Human Resources from September 2001 to October 2002. Prior to joining McDATA, Mrs.
Niparko was Executive Consultant for Corporate Solutions, Inc. from April 2001 to September
2001, Corporate Vice President of Human Resources and Officer and former Vice-President of
Human Resources for Worldwide Sales & Service of Storage Technology Corporation from
April 1997 to February 2001, and Vice President of Operations for Auto-trol Technology
Corporation from January 1993 to April 1997. Mrs. Niparko has a Masters of Business
Administration degree from the University of Colorado, a Bachelor of Arts degree from the
University of Michigan and a Certificate for Leadership for Sr. Executives Programs from
Harvard University. Mrs. Niparko serves on the Boards of the Colorado Safety Association and
INROADS-Colorado Inc., both non-profit organizations. She served as Chair for the eLearning
committee of Governor Owen's Strategy Workforce Development Council. She is an advisor for
the Chancellor's Community Advisory Committee for the University of Colorado at Boulder and
a member of the Women's Vision Foundation.

Ernest J. Sampias, Senior Vice President of Finance and Chief Financial Officer

Ernest J. Sampuas has been the Senior Vice President of Finance and Chief Financial Officer
since June 1, 2002. Prior thereto he was Vice President of Finance from September 2001 to June
2002 and Controller from September 2001 to February 2003. Prior to joining McDATA, Mr.
Sampias was Vice President and Chief Financial Officer of Convergent Communications, Inc.
from November 2000 to May 2001, was Vice President and Chief Financial Officer of U S
WEST Dex, Inc. from 1997 to 2000 and held various financial management positions with U S
WEST from 1985 to 2000. Mr. Sampias is a Certified Public Accountant, received a Masters
degree in Taxation in 1979 from DePaul University in Chicago, Illinois, and received a Bachelor
of Science degree (with distinction) in Business 1 1973 from Indiana University Mr. Sampias



also sat on the Board of Directors of PointServe Corporation from March 2000 to November
2000.

Michael J. Sophie

Michael J. Sophie, has served as a Director of McDATA since March 2003. Mr. Sophie has
served as Senior Vice President Finance of UTStarcom Inc , a manufacturer and marketer of
telecommunications equipment for use in worldwide markets, from January 2003 to present and
as Chief Financial Officer from August 1999 to present. He served as Vice President Finance of
UTStarcom from August 1999 to January 2003. From 1993 to 1999, Mr. Sophie was Vice
President Finance and Chief Financial Officer of P-Com, Inc., a manufacturer of microwave
radio stations for worldwide wireless telecommunications markets. Mr. Sophie holds a Bachelor
of Science degree in business administration from California State University and a Masters of
Business Administration degree from the Santa Clara University.

Thomas M. Uhlman, Ph.D.

Thomas M. Uhlman, has served as a Director of McDATA since May 1998. Mr. Uhlman has
been Managing Partner, New Venture Partners, LLC since January 2001. From 1997 to 2001,
Mr. Uhlman was President, New Ventures Group at Lucent Technologies. From 1996 to 1997,
Mr. Uhlman was Senior Vice President, Corporate Strategy, Business Development and Public
Affairs of Lucent Technologies. From 1995 to 1996 Mr. Uhlman was the Vice President,
Corporate Development of AT&T Corp. Prior to joining AT&T, he was with Hewlett-Packard
Company in various advisory and management roles He received his Ph D. in Political Science
from the University of North Carolina--Chapel Hill, his Masters degree in management from
Stanford University School of Business and his Bachelor of Arts degree in political science from
the University of Rochester

Laurence G. Walker

Laurence G. Walker, an independent investor, has served as a Director of McDATA since May
1998 and Lead Director since February 2004. Previously, Mr. Walker served as Vice President
of Strategy of the Network & Computing Systems Group of Motorola from February 2002 until
May 2002. From August 2001 until February 2002, Mr. Walker served as Vice President and
General Manager of the Network & Computing Systems Group of Motorola. Mr. Walker co-
founded C-Port in November 1997 and was Chief Executive Officer until August 2001. C-Port
was acquired by Motorola in May 2000. From June 1997 until October 1997, Mr. Walker was
self-employed. From August 1996 until May 1997, Mr. Walker served as Chief Executive
Officer of CertCo, a digital certification supplier. Prior thereto, he was Vice President and
General Manager, Network Product Business Unit, Digital Equipment Corporation from January
1994 to July 1996. From 1981 to 1994, he held a variety of other management positions at
Digital Equipment Corporation He received his Ph.D. and Master of Science degree in electrical
engineering from the Massachusetts Institute of Technology and his Bachelor of Science degree
in Electrical Engineering from Princeton. He serves as a Director of Silicon Laboratories, Oasis
Semiconductors, and Propagate Networks.



Verifications



STATE OF COLORADO )

) ss
COUNTY OF BROOMFIELD )
VERIFICATION

I, Thomas O McGimpsey, state that [ am Vice President, General Counsel and Business
Development of McDATA Corporation, a Party in the foregoing filing, that I am authorized to
make this Verification on behalf of McDATA Corporation, that the foregoing filing was
prepared under my direction and supervision; and that the contents are true and correct to the

best of my knowledge, information, and belief.

2D,

Thomas O. McGlrn%éey

Vice Piesident, General Counsel and
Business Development
McDATA Corporation

Sworn and subscribed before me this Z(ﬁ‘ ~day of January, 2005.

Notary Public

My commission expires ﬂ?/)/w/% JoP b
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Tennessee



STATE OF MINNESOTA
Ss.

N’ N e’

COUNTY OF HENNEPIN
VERIFICATION

I, Gregory T. Barnum, state that I am Chief Financial Officer of Computer Network
Technology Corporation, a Party 1n the foregoing filing; that I am authorized to make this
Verification on behalf of Computer Network Technology Corporation; that the foregoing filing

was prepared under my direction and supervision; and that the contents are true and correct to the

2.

Gregory T Barnum

best of my knowledge, information, and belief.

Chief Financial Officer
Computer Network Technology Corporation

&
Sworn and subscribed before me this 2, 0 day of January, 2005.
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No‘/taxg/ Public
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My commission expires Jd/?udf 124 3 // 2005 3 3 N NOTARY PUBLIC MINNESOTA

My Commission Expires Jan 31,2005
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